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Preface 


and its companion 
f the First Inter- 


cation of Studies in Islamic Economics 
1976, parts of a 


The publi dh de 
volume in Arabic are to me, as was the organisation O 
national Conference on Islamic Economics in February *7. arts 
dream translated into reality. It has been one of my ambitions 1n life to 
help and participate, in however humble a way, in the promotion and 
development of Islamic Economics as a rigorous academic discipline. I 
know we have a long way to go; yet I am happy we have at least made a 


small beginning. It has been one of the chief pleasures of my life to have 
Pp y 

been associated with these efforts. I hope and pray that our steps will forge 
ahead and that all of us who are engaged in this creative effort will realise 
that we have done no more than started to collect pebbles on the shores of 
Islamic economics. The discipline is in the early phases of its infancy. We 
must not relax our standards and should be even more critical, albeit 

constructively, than our critics and adversaries. It is only th h stai 
research, innovative reflection, meaningful critici “ie oe sustain 
mentation that the little ‘chick’ of ialaenis eA | he oe ae 
Mg from the egg-shell, will be able to grow to maturity aie 

He take this opportunity warmly to thank H E. Hasan Al 
inister for Higher Education for his personal i poke an AlI-Shaikh, 
and research in Islamic economics and to al whinge gee 
o all my colleagues in King Abdul 


The credit for th 
: ese publicati 
national Cent ations goes to ou 
re for Research in Islamic Seen ata mn the Inter- 
wish them every 


success. I also th 
ank the Islamic Foundation for help in editing th 
Ing the manu- 


Script and Particular] 
publication of this tly for undertaking th i 
ook & the Painstaking task 
of the 


(Dr ) Muhammad Omar Zubair 
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Introduction 


Contemporary Islamic resurgence, although still in the initial phases of 
articulation, has begun to influence the theme and language of the ideo- 
logical dialogue of our times. An old and neglected issue has moved to the 
centre of the debate: the relevance of God and His guidance to the , 
politico-economic life of mankind. / 

Western Civilisation is based on the principle of separation of Religion 
and State. Man is assumed to be self-sufficient. As such, the social, 
economic, political and technological questions of human civilisation are 
grappled with without any reference to God and His guidance. God may be 
worshipped in one’s personal life. Nonetheless the affairs of society and 
the economy are to be conducted according to Man’s own discretion and 
sovereign ‘wisdom’. The conquest of nature has become the main target 
of human effort. The stream of civilisation, however, seems to run its 
course without reference to the values and principles communicated to 
mankind by God through His prophets. 

The Muslim world is no exception to this state of affairs. The models of / 
economy and society developed during the last two hundred years or so, 
are steeped in the traditions of western secularism. The last three decades 
have witnessed the emergence of over forty independent Muslim states yet 
the politico-economic systems obtaining in these countries continue to be 
based on western models. This is the contradiction which resurgent Tene 
has tried to challenge. 

Contemporary Islamic resurgence is neither a transient political 
articulation of militant Islam nor simply an angry outburst against western 
nations. On the contrary, it heralds the Muslims’ positive and creative 
response to the ideological challenge of western civilisation. For the 
Muslim world it is an attempt to try to reconstruct society and the economy ~ 
by drawing primarily upon its own rich but neglected religio-cultural ~ 
sources. 

The ultimate objective of this exercise is to establish a just social order 
in which the material and the spiritual aspects are welded together, with the 
result that “progress” and “‘prayer’’ do not represent two watertight 
compartments but two sides of the same coin, with prayer acting asa 
stepping stone to human progress and progress leading to the glorification _ 
of the Creator. | 

Islam is a complete way of life and the divergence between the values — 
and principles of Islam and the secularism-ridden social reality lie at the £ 
root of the tension that permeates the Muslim world today. Resurgent 
Islam represents a new approach — that is, to strive to reconstruct the 
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economy and society in accordance with Islamic ideals and values and the 
needs of contemporary life. 

There is a new quest to discover the true meaning and message of Islam 
by drawing upon the original sources of Islam — the Qur’an and the Sunna/ 
of the Prophet (peace be upon him) — and upon the historical experience of 
the Muslim people. Efforts are being made in almost every area of indi. 
vidual and social life —literary, educational, political, socio-cultural 
economic and technological — to assess the relevance of Islam and to find 
out ways and means of transforming this consciousness into socio- 
economic reality. The nascent social discipline of Islamic Economics 
/ represents one such creative response from the Muslim economists and 
‘Ulama’. 


I 
FROM ECONOMICS TO ISLAMIC ECONOMICS 


If crisis in a science is symbolised by its continued inability to meet the 
challenges that confront it, then few would disagree that economics |s 1! 
the throes of a deep crisis. The phoenix-like rise of macro-economics !ror 
the charred debris of the crash of the 1930’s had generated a new conf 
dence and a new valour among the economists. The solution of almost 
every problem seemed within sight. All looked green in the valle) 
economics. 

This confidence was proved false and short-lived. Not only did the: 
problems remain unsolved, new ones emerged with threatening overtones 
| Mass poverty; frustrated take-offs in development; increasing disparities 
at regional, national, and international levels; co-existence of hunger and 
affluence; irrational use of non-renewable resources; incongruity betwe 
technology and developmental needs; unsuitability of production ney 
consumption processes to environmental needs; exploitation of the poor 
and the afflicted by the rich and powerful; inflation and stagflation, 
structural deformities in relations between developed and developing 
countries; all of these and many more problems fail to be tackled within 
the framework developed by post-Keynsian economics. This is being 
realised even by those economists who had earlier thought that their 
sophisticated economic models could provide answers to all the perplexing 
questions. 

Noble Laureate Paul Samuelson of MIT laments the disarray into which 
economic theory has fallen. He warns “there are no signs that we are 
converging towards a philosopher's stone that will cause all the pieces to 
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fall neatly into place”. Professor Otto Eckstein of Harvard says ‘we are 
always one inflation too late in specifying the exact form of the price- 
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forecasting equation’’. Robert Heilbroner goes a step further when he says 
“Economists are beginning to realise that they have built a rather elaborate 
edifice on rather insubstantial narrow foundations. ' 

The predicament of economics has been searchingly examined in a 
recent study, Economics in the Future: Towards a New Paradigm.? The 
near consensus that emerges in this book is that what is needed to salvage 
economics from the throes of crisis in which it is caught is not just some 
new interpretation of this or that economic theory or some changes 
within the current paradigm of economics, but that the need is to change 
the paradigm itself and move towards a new paradigm under which 
economic problems are not studied in isolation but in the context of an 
entire social system. 

This background constitutes a point of departure for the Muslim 
economist. Islam js not a religion in the limited sense of the word, interested 
only in man’s salvation in the life to come. Islam is a complete way of life 
and aims at constructing the entire fabric of human life and culture in the 
light of values and principles revealed by God for man’s guidance. Human 
life is looked upon as an organic whole and its problems are approached, 
not in a purely mechanistic way, but in the light of the moral values and 
social ideals that Islam expounds. The purely positivistic vision of social 
sciences developed in the West becomes obsolete in this new context. 

Man is treated as a human being, possessing a moral personality, and 
not just a complex of molecules. The world has suffered from the folly of 
the social sciences following almost unreservedly the model of the natural 
sciences, with the result that technocratic solutions are being imposed in 
the name of science, often legitimising the status quo to the neglect of all 
moral, ideological and political options available for social policy. Muslim 
economists believe that re-orientation of approach and a reconstruction 
of the entire framework of economic analysis and policy are needed to 
harness economics once again to the service of humanity. During the last 
fifty years over eight hundred books and journal articles have been written 
by Muslim economists articulating different aspects of the new paradigm 
they want to develop. 

The Muslim economist starts from the assumption that economics 
neither is, nor can be, totally value-free. Economic literature, produced © 
in the last two centuries, is rife with vigorous protestations of ‘objectivity’ 
and ‘scientific positivism’, but in the last analysis, there is very little of 
economics that can really be described as totally value-neutral.* And what 
is more important, this is hardly desirable. 

The social sciences have to have their own stance viz-d-viz human 
objectives and values. To pretend to follow exactly the methodology of 
the physical sciences in the field of social sciences, without regard to the 
latter’s unique subject matter and the dynamics of the human situation is 


unrealistic.* 
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Socialist economics does not claim to be ideologically neutral. It j; 
committed to a certain ideology and set of values. It stands or falls with 
them. Although there is a lot of prattle about positivism and objectivity 
there are no pretensions of ideological neutrality, but this assertion Is n¢ 
more than a myth. 

Classical economics was based on a hierarchy of values derived from the 
18th century philosophies of individualism, naturalism and utilitarianism 
Its alleged ‘universal principles’ of ‘utility maximisation’ and ‘profit 
maximisation’ are assumptions rooted in philosophic and ideological 
beliefs and not in objective reality.° Its concepts of ‘competition’, ‘price- 
mechanism’ and of the ‘invisible hand’ are related to the specific purpose: 
it was made to serve in the rise and growth of capitalism.’ The entire 
corpus of classical and neo-classical economics is derived from a set o| 
assumptions and postulates, albeit through meticulous application of 
rigorous deductive logic supplemented by results of empirical investiga- 
tions. The myth of objectivity and value-neutrality deserves to be exposed 
and the philosophic assumptions of modern economics laid bare. 

In contradistinction to this, the assumptions and values of Islamic 
economics are clearly stated from the very beginning and the function o! 
the Muslim economist is to explore and elucidate their relationship to 
economic life, theoretically as well as empirically. The Muslim economists 
do not wish to conceal these assumptions and values under the facade o! 
false objectivity. To them, objectivity consists in honest expression of their 
values and consistent pursuit of these social ideals through logical! analysis 
as well as empirical investigation. 

It can hardly be over-emphasised that such an effort must be made with 
academic rigour and scholarly detachment. Nonetheless, it would be idle to 
assume that this theorising can take place in a climate of positivistic 
objectivity and value-neutrality. Most of the economic thinking that 
masquerades as value-neutral turns out, on closer scrutiny, to be otherwise. 
The result of this approach, however, is that its value-assumptions remain 
apparently hidden. They remain implicit and as such, are not susceptible 
to evaluation in an ordinary way.® 

This is unfair and improper. We agree with Myrdal that “efforts to run 
away from yaluations are misdirected and foredoomed to be fruitless 
and damaging” and that “the only way in which we can strive for objec- 


~\ / tivity in theoretical analysis is to lift up the valuations into the full light, 


make them conscious and explicit, and permit them to determine the 
viewpoints, the approaches and the concepts used. In the practical phases 
of a study the stated value premises should then, together with the data 
established by theoretical analysis with the utilisation of those same value 
premises — form the premises for all policy conclusions’’.? This is what 


Muslim economists are trying to do. 
One of the major contributions of Islam lies in making human life and 
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effort purposive and value-oriented. The transformation it seeks to bring 
about in human attitudes and pari passu in that of the social sciences is to 


move them from a stance of pseudo-value-neutrality towards open and 
manifest value-commitment and value-fulfilment. The first premise which 
we want to'establish is that economics in an Islamic framework operates 
with its feet firmly rooted in the value-pattern embodied in the Qur’an and 
the Sunnah. We study human behaviour as it articulates itself in different 
value-backgrounds and also how to influence it to fulfil the norms to 
which the society is committed. All the technological relationships 
between inputs and outputs are to be analysed and investigated in this 
framework. The attitude, tastes, motives, social customs, etc., which are 
ordinarily treated and given as ‘constant’ become ‘variables’, subject to 
policy manipulations. The scope of Islamic economics is wider than that 
of economics. Its approach has to be more bal_and_ holistic. The 
widening of the scope takes place at both levels, horizontal as well as 
vertical or inter-temporal. This represents a new approach to the study of 
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THE 1976 CONFERENCE AND ITS IMPACT 


The First International Conference on Islamic Economics was held at 
Makka from Safar 21—26, 1396 (February 21—26, 1976) under the auspices 
of the King Abdul Aziz University, Jeddah. It was attended by two 
hundred economists and ‘U/amd’ from all parts of the world. The Con- 
ference discussed over thirty papers presented in English or Arabic. The © 
Conference elected the following as its officers: 


President: Dr. Muhammad Omar Zubair 
Vice-Presidents: Dr. Hasan Abu Rukba 
Professor Khurshid Ahmad 
Professor Sabahuddin Zaim 
Rapporteur: Dr. Monzer Kahf 


Papers were presented at sectional meetings each dealing with a specific 
theme. Major areas covered were as follows: 


Concept and Methodology of Islamic Economics. 
Production and Consumption in an Islamic Economy. 
The Role of the State in an Islamic Economy. 
Insurance within the Framework of the Shari‘ah. 
Interest-free Banking. 

Zakat and fiscal policy. 
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7. Economic Development in an Islamic framework. 
8. Economic co-operation among Muslim countries. 


A general session was held in which two survey articles on Islami 
Economics were presented. A symposium was organised on the Teaching 
of Islamic Economics. Each section held organisational meetings t 
deliberate upon problems of future study and research in Islamic 
Economics as well as about possibilities of extending facilities for it: 
teaching at College and University levels. 

The Conference provided the Muslim economists with a rare 
opportunity, the first in recent history, to address themselves to the prob 
lems of Islamising economics including an effort to elucidate the basic 
concepts of Islamic economics and deliberating upon ways and means o 
implementing them in the contemporary world. It was highly rewarding 
for the Muslim economists to meet each other and develop personal! and 
professional contacts directed towards promoting research in the nascent! 
social discipline of Islamic economics. It was also a unique experience for 
the professional economists to co-operate at such close quarters with the 
‘Ulama and mutually avail themselves of each others’ expertise in the 
promotion of a common cause. 

One of the major contributions of the Conference was the proposal t 
establish an International Centre for Research in Islamic Economics at 
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consider the establishment of an International Centre for Research in 
Islamic Economics. Consequently, in Jumada Al-Thani 1397 H. (1977) 
the Centre was established to co-ordinate and to support research at the 
highest level of scholarship. 


The Centre is expected to direct its efforts to achieve the following 


objectives as recommended by the Conference:** 


(a) The establishment of a specialised library that would collect 
scholarly works in the field of Islamic economics In various lan- 
guages and issue catalogues to research scholars everywhere. 

(b) Conduct and support theoretical and applied research in various 
fields of Islamic economics, publish text-books in this field for the 
use of Muslim Universities and organise training courses needed by 
Muslim economic establishments. 

(c) Provide research facilities and scholarships for visiting Muslim 
scholars to undertake research in their fields of interest. 

(d) Promote co-operation in the field of Islamic economic research 
among various universities and institutions. 

(e) Publish research papers and periodicals in Islamic economics. 

(f) Help establish chairs for the teaching of Islamic economics, provide 
scholarships for research in this field and promote lectures, con- 
ferences and regional symposia in this field. 


the King Abdul Aziz University, Jeddah. The Centre has, by the grace o! 
Allah, come into operation. The Centre is responsible for the production 
of many publications including the present work: Studies in I/slami 
Economics, containing selected papers from the 1976 Conference. 

It is also encouraging to note that Islamic economics is now being 
taught at a number of universities in the Muslim world.*° The Association 
of Muslim Social Scientists, U.S.A. has organised a number of con- 
ferences in which papers have been presented on different aspects of 
Islamic economics. The Council of Islamic Ideology, Islamabad, The 
Islamic Foundation, Leicester, The Pakistan Institute of Development 
Economics, Islamabad and the Institute of Policy Studies, Islamabad, 
among others are promoting research on many themes related to Islamic 
economics. Islamic economics is heading towards a real breakthrough. (a) Conducting pure and applied research in various areas of specialisa- 

tion in Islamic economics. 
(b) The production, distribution and translation of keaching materials 


Since its establishment it has been possible to initiate a number of activities 
to achieve its objectives. An International Seminar on ‘‘Monetary and 
Fiscal Economics of Islam’’ was held in October 1978 under the auspices 
of this Centre. The Centre has already published a booklet entitled 
Monetary and Fiscal Economics — An outline of some major subjects for 
research as well as a bibliography, namely Contemporary Literature on 
Islamic Economics. Another booklet on Suggested Research Topics on 
Development and Distribution in an Islamic Framework will soon be 
published. A number of other research works are also in course of prepara- 
tion. 

The Centre intends to engage in the following activities :— | 


a 
a 


IT} in Islamic economics; 
(c) Organising guest lectures and workshop activities ; 
INTERNATIONAL CENTRE FOR RESEARCH IN ISLAMIC '  (d) The publication of professional journals and bulletins; 
ECONOMICS (e) The publication of occasional papers and monograph series; 
(f) Organising and conducting seminars and conferences here and 
As we have noted, the First International Conference on Islamic abroad; 


Economics recommended that the King Abdul Aziz University should (g) The exchange of scholars; 
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(h) The offering of in-service training facilities; 

(i) Awarding fellowships for doctoral and post-doctoral studies to 
young Muslim economists. 


In line with its overall objectives, the Centre has invited research 
proposals from scholars of the Muslim World interested in conducting 
research in various areas of Islamic economics. Under this programme 
grants are to be awarded to individuals, research agencies and universitie 
to carry out scientific research for eventual publication in the form o| 
monographs, occasional papers and text-books from the Centre. Abou 
three dozen research projects approved under this scheme till the writing o| 


PUBLIC INTEREST AND THE JUST PRICE 


Dr. Hasan O. Balkhi 
Dr. Mohammad Anas al-Zarga 


The Just Price in Islam 
Social Function and Consumer 
Behaviour: An Islamic Formulation 


of Selected Issues. 


ROLE OF STATE IN THE ECONOMY 


Sheikh Muhammad al-Mubarak 


ZAKAT AND TAXES 
Dr. Yousuf al-Qardawi 


Economic Role of the State in Islam 


Role of Zakat in the Solution of 


Economic Problems 
The Concept of Justice in Taxation 


these lines are in progress. The Centre has a programme of translatio. Dr. Atif al-Sayyed 
standard works on Islamic economics involving several languages. ra 5 a and Zakat during the Early Islamic 
first step a number of important papers originally written in English have Penod = f 
been translated into Arabic. The Centre wishes to establish professiona Dr. Muhammed Saied Abdus Salam Role of Financial and Accounting 
links with other institutions and agencies engaged in theoretical or applied Theory in the Implementation of 
research in Islamic economics and related areas. Zakat 
The Supreme Advisory Council of the Centre, composed of emine: BANKS WITHOUT INTEREST 
Our Approach to a Distinct Theory 


Muslim scholars in Economics and Shari‘ah drawn from the Kingdom o! DrilAhenadialNa vias 
Saudi Arabia and other Muslim countries, has already been set up. The ers J 
) of Islamic Economics 
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Centre has a Director, a number of Research Professors and a sma! 
Administrative Staff. INSURANCE 
Sheikh Mustafa al-Zarga Insurance and its Place in Economic 
Life 
Dr. Husain Hamid Hassan The Position of Shari‘ah on Insurance 
Contracts 


IV Dr. Jalal al-Sayyad Insurance and Some Doubts Relating 
to it 


ECONOMIC CO-OPERATION 
Mr. Hasan Abbas Zaki 


ABOUT THE BOOK 
Economic Co-operation Between 


Now a word about the present volume. Studies in Islamic Economics Muslim Countries 


contains some of the papers presented at the first Internationa! Con- 

HH | ference on Islamic Economics. All papers have been revised in the light of 
: discussions that took place at the Conference. In view of the space con- These two volumes taken together contain the essence of contemporary 
straint only half of the papers presented in English are included in this Muslim thinking on major economic issues. The discipline of Isl amic 
ui volume but care has been taken to include at least one paper from each economics is still in its larval stage and as such a number of ideas anc 
| section of the Conference. A Companion Volume is being produced in formulations are tentative. More research and greater sophistication — 
| Arabic containing papers presented in the Arabic language. This Arabic in formulating and presenting one’s ideas are needed. The Muslim 
HI volume has been edited by Professor Muhammad Sakr, University of economists do not suffer from any complacency; they offer their sub- 
1} Jordan. It contains the following papers. missions in great humility and with the realisation that they have a vast 
area to cover. The real contribution of the Conference, and of the present 


| METHODOLOGY OF ISLAMIC ECONOMICS volume, lies in identifying issues and themes for further study and research 
| Dr. Mohammad Sakr Islamic Economics — Basic concepts so as to enable the little sapling of Islamic Economics to grow into a 
| Dr. Mohammad Shawgi al-Fanjari Islamic Economic Doctrines mature tree. Much will depend on the way the Muslim economists accept 

Sheikh Manna’ Qattan Meaning of Islamic Economics the challenge that confronts them and produce creative thought and 
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rigorous reformulation of economics to serve the social objectives of 


Islam. 

I am grateful to brother Azmatullah Khan of the Islamic Foundation, 
Leicester for assisting me in editing the manuscript, and to Mr. E. Fox 
for improving the language and proof-reading. My sincere thanks are due 
to Dr. Muhammad Omar Zubair and Dr. Abdullah Omar Nasif for all the 
encouragement they have given in producing this volume and for con. 
tributing Preface and Foreword to the book and to my brothers and 
colleagues Professor Dr. Muhammad Sakr, Dr. Anas Zarga and Dr 
Nejatullah Siddiqi for many valuable suggestions. I would also like to 
thank Dr. Ghazi Madani, Director, International Centre for Research ip 
Islamic Economics for his generous support and co-operation. I would also 
like to place on record my sincere gratitude to Brothers Khurram Murad 
and Dr. Manazir Ahsan of the Islamic Foundation for supervising the 
publication of this volume. I hope and pray that this book may be helpfu! 
in elucidating some areas of Islamic Economics and more important in 
provoking newer thinking and research in areas not properly covered so far. 


KHURSHID AHMAD 


Institute of Policy Studies, 
Islamabad 


20 Rabi‘ al-Thani, 1400 
8th March, 1980. 


Notes 
1 See: Wilfred Beckerman, “Crisis in Economy or Economics?’ New Statesman. 


London, Jan 23, 1976 
2 Economics in the Future: Towards a New Paradigm, edited by Kurt Dopfer; Con- 
tributors: Jan Tinbengen, Harvey Leibenstein, Sir Roy Harrod, Gunnar Myrdal. 


William Kapp and Shigeto Tsuru, London: Macmillan, 1976. 
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and profit functions confirm this point. See: Von Newman and O. Morgenstein, 
Theory of Games and Economic Behaviour, Princeton, 1947: Simon, H. A. **Theories 
of Decision-Making in Economics and Behavioural Science”’, Surveys in Economic 
Theory, Vol. III, London, 1967: Ch. IX: Papandreau, G. A.: ““Some Basic Problems 
in the Theory of the Firm”, A Survey of Contemporary Economics, Vol. Il, 
Homewood II, 1952. H. A. Simon, Models of Man, New York, 1957: See also 
Katona, G.: “Rational Behaviour and Economic Behaviour”, Psychological 
Review, New York, July, 1953, pp. 307-318. 

Economists of the German historica] schoo! and some institutionalist economists 
have dwelt upon this relationship. See: Schumpeter, A History of Economic 
Analysis, New York, Macmillan, 1948. See also Myrdal, G., The Political Element 
in the Development of Economic Theory, op. cit. 

Gunnar Myrdal writes in Asian Drama (op. cit. vol. I, p. 32), ““The problem of 
objectivity in research cannot be solved simply by attempting to eradicate valua- 
tions ... every study of a social problem, however limited in scope, is and must 
be determined by valuations. A ‘disinterested’ social science has never existed and 
never will exist. Research like every other rationally pursued activity, must have a 
direction. The viewpoinf and the direction are determined by one’s interest in a 
matter. Valuations enter into the choice of approach, the selection of problems, the 
definition of concepts, and the gathering of data, and are by no means confined to 
the practical or political inferences drawn from theoretical findings. The value 
premises that actually and of necessity determine approaches in the social sciences 
can be hidden. In fact, most writings, particularly in economics, remain in large part 
simply ideological . .. Throughout the history of social studies hiding of valuations 
has served to conceal the inquirer’s wish to avoid facing real issues.” 

Myrdal, G., Asian Drama, op. cit., p. 33. 
These include: Al-Azhar, King Abdul Aziz University, Jeddah and Makka; 
University of Jordan, Amman; Umm Durman University, Khartoum; University 
of Karachi, Karachi; University of Punjab, Lahore; Islamic University, Bandung, 


etc. 


11 Taken from the Brochure of the Centre. 


3 See: Muhammad Nejatullah Siddiqi, Contemporary Literature on Islamic Econo- 
mics, Research Report No. 1, International Centre for Research in Islamic 
Economics and the Islamic Foundation, Leicester, 1978. 

4 See: Walter A. Weisskopf, Alienation and Economics, New York: E. P. Dutton & 
Co., 1971, Gunnar Myrdal, The Political Element in the Development of Economic 
Theory, London: Routledge & Kegan Paul, 1953: idem, Value in Social Theory, 
Routledge & Kegan Paul, 1958; and Asian Drama, Pantheon, New York, 1968. 
Vol. 1, Prologue pp. 5-35, 

5 The Cambridge economist, Professor Joan Robinson, writes: ‘Every human being 
has ideological, moral and political views. To pretend to have none and to be 
purely objective must necessarily be either self deception or a device to deceive 
others . . . to eliminate value judgements from the subject matter of social sciences 
is to eliminate the subject itself, for since it concerns human behaviour, it must be 
conceived with the value judgements that people matter”. Joan Robinson, Freedom 
and Necessity, London: George Allen & Unwin, 1970, p. 122. 

6 Modern investigations into the real behaviour of the ‘economic man’, and of ulilil 
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thrust of that writing has been in three directions: 


(a) Comparisons giving broad outlines of the Islamic economic system 
vis-a-vis capitalism and socialism ; ae 

(b) Critiques of non-Islamic economic systems and philosophies ; or 

(c) Substantive expositions on a certain economic issue, riba (usury and 
interest), and related questions. 


A noted thinker and acute observer of the Islamic intellectual arena, 
Professor Muhammad Al-Mubarak, recently expressed the view, justified 
in my opinion, that a sufficient amount has been written on (a) and (b), and 
that the time has come for going deeply into the Islamic economic system 
itself, understanding thoroughly its characteristics and giving it a modern 
formulation.? An effort is being made in the present paper to shed some 
light on certain methodological and philosophic aspects of Islamic 


Economics and to illustrate its unique approach by reflecting upon an 
Islamic social welfare function. 


Can there be an Islamic Economics? 


isaoneaies it is often emphasized, is a Positive science, while Islam, 
8 4 religion, is normative par excellence. One may conclude that we 
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cannot have meaningful /s/amic economics any more than we can | 
Islamic mathematics or Islamic atomic physics. 

I shall argue in this part and elsewhere in this paper that distinct and 
meaningful Islamic economics is possible, nay, necessary. Briefly 
argument ts that economics is not as innocent of value judgments as we are 
often led to believe, nor can it ever be. Neither is Islam devoid of posit 
assertions about economic reality. We can then replace non-Islamic 
judgments by Islamic ones, and add to the economists’ stock of p 
assertions Islamic assertions, then work out the consequences 

This, to be sure, is a task easier said than done. It is no less than bu 
an almost new theory. But this, as Muslims, we must do if we are | 
tribute genuine Islamic solutions to human problems and if we are 
acting as “free-loaders”’ in the social sciences of today 

[ shall also argue that what is classified as a ‘“‘value judgment 
than a “positive statement” is occasionally a function of o 
knowledge and even of our religious beliefs. 


Value Judgements in Economic Theory 

Economics, it is said, is a positive science, and has become so b 
cising itself of any ghosts of value judgments that were occasiona 
reported on its premises. But it is now increasingly believed that the | 
economics mansion is haunted by several unexorcisable “resident g! 
Thus values are involved in: 


(a) Choice of topic to be pursued. Thus when more resources are devoted 
to one theory fewer are left for another. “This applies in training new 
scientists, time in class, space in books and periodicals. Even devoting 
equal time is not value-free.””* 


(b) Choice of variables and assumptions. Economic reality varies greatly 
in time and space, or equivalently, is influenced by many variables. With- 
out theory, purely empirical analysis of data using multiple regression and 
related techniques proves association but cannot separate cause from 
effect. Hence, no universal conclusions about the causes, effects and paths 
of economic phenomena can be reached by empirical methods without 
‘strong theoretical guidance”’.* 

This theoretical guidance entails surveying the variables that are con- 
ceivably relevant to the phenomena under study. They are usually large in 
number and often non-economic in nature. By a mysterious process of 
reasoning and guesswork we classify the variables into three pigeon holes 


(a) irrelevant to the phenomena, 
(b) exogenous to the phenomena, te. affecting it without being 
affected by it, and 
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(c) endogenous variables that interact with one another and are also 
affected by the exogenous variables. These are the variable that are 
deemed important to explain and predict. 


Thus the choice of variables and their classification, and the subsequent 
puzzles that are posed and solved theoretically or empirically cannot but be 
affected by the investigator’s culture and beliefs, as well as his worries 
about man and society. 


(c) Choice of method. Any method of investigation in theoretical or 
empirical areas reveals a certain conception of the world, and encourages 
certain modes of emphasis. 

Quantitative methods, for instance, give prominence to the well- 
defined, and the easily or inexpensively measurable. Such techniques in the 
social sciences will work better “if the participants will only be willing to 
make rational, deliberate choices with criteria whose arguments are 
limited in number and easily quantifiable’. Problems and concepts that 
can be fitted into this framework receive the most serious professional 
attention, at the expense of other problems and concepts. Alternative 
methods of investigation are possible, and may be desirable in certain 
fields.® 


(d) Choice of ends and means. Some important concepts in economics 
become meaningful only after an end or goal is specified. Benjamin Ward, 
for instance, noted that value judgments are crucial to the notion of 
efficiency where we must classify variables as either inputs or outputs. “If 
some kinds of labour are indeed satisfying one would want to classify them 
as outputs” along with more conventional outputs. ““The classification is 
based on a... judgment as to what is valued and what is disvalued in a 
society.” 

The concept of gross national product is similarly based on certain value 
judgments as a measure of output and a fortiori as a measure of per- 
formance and welfare. 


Conclusion. There are thus several areas in economic theory where value 
judgments have a crucial role to play, and in these areas we can make a 
distinct contribution as Muslims. 

Needless to say, several areas of economics are truly positive and cannot 
be different in an Islamic or in any other framework (such as first and 
second order conditions for achieving a given amount of production with 
minimum costs, given factor prices and a production function). 


Positive Economic Statements in the Qur’an and the Sunnah . 
Islam, though primarily normative, is not devoid of positive economic 


eer 
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a statements or hypotheses. The quotations Follo strate this ide 
i from the Ghis'ai and the pie el ee oon . bon’ “Observe those less fortunate than you are andace donee 
| blessings and peace. : those more fortunate than you are — by doing so you will be less 
| likely to feel ungrateful for Allah’s bounty. 
© capad-up heape of gold arm siner, hones of mack, alt Tho Qurinie verses above imply among other things, that an in- 
tillage, that is the enjoyment of the present life: but G a with Wie dividual’s demand for goods is affected by the consumption of others (even 
| a OE ie a a ee though he is encouraged to overcome this tendency). The quoted hadith 
4 | = , implies that the utility a consumer derives from a good is affected by his 
} “Surely man is passionate in his love for wealth.” (100: § relative position as compared to others (income wise and otherwise). The 
Manis depicted in these Verses as having a strong and insatiable love individual is encouraged, however, to overcome this tendency. 
wealth. This hypothesis is in agreement with what economists usuz MED) LT eae oat us even pusate ena 
assume in this regard So Islamic assumption that individual utilities are highly interdependent and 
. endogenous. This contradicts the assumption of autonomy and _ inde- 
(b) “Had I knowledge of the unseen, I should have abundance o| pendence of utilities which is basic to much of the theory of consumer 
wealth, and adversity would not touch me.” (7: 18 ee an “Grae ve a . nm 
ny Tee ~ - e have thus seen that Islam has something tocontributeto the positive 
eee CaETs COMOTTOW . . git side of economic analysis (not only to the naestaties side) —a fact not yet 


generally appreciated even by Muslim economists. The positive hypotheses 
that are derivable from the Qur’an and the Sunnah may either confirm 
(as in (a) above) or contradict (as in (b) and (d) ) what is assumed in 


These two Quranic verses, among several others, emphas 
assumption of uncertainty about the future consequences | 


ms vo ~Lal. 
. 


actions. Few would doubt the realism of this assumption. Nevertheles: as . 
significant parts of economics, especially in the theories of capital, interes traditional economic analysis. Such hypotheses may, alternatively, call 
and the firm, are still based on the opposite assumption of perfect fore attention to relationships not yet recognized in economics (as in (c) above). 
sight. 
: a mut | | | Normative Statements that are Nearly Positive and Vice-Versa 
(c) “It God were to enlarge the provision for His servants, they woul There is a difference between positive and normative statements. In view 
indeed transgress beyond all bounds through the earth: but He of the widely held pre-conception that religious injunctions are usually 
sends (it) down in due measure as He pleases. For He \s with His normative, I find it important for a Muslim economist to recognise that on 
servants well-acquainted, watchful. 42: 21) occasion this distinction is dangerously misleading. An example will be 
~ Nay, verily man is overbearing, because he sees himself possessed necessary. | 
of riches.” (96: 6-7) Statements in this example are preceded by N if normative, and by P if — 
ays Le | positive. Only the latter may be true or false. | 
These two verses indicate one effect of a substantial increase in wealth Some years ago, a North African politician is reported to have said 
and income on human behaviour. Economists do not seem to have taken roughly that: é 
note of this relationship. Pa 6A ef dh 
(d) “And in no wise covet those things in which God hath bestowed a Sees aioe ova ViEk? nations aoa Proc urOn: 
His gifts more freely on some of you than on others: to men N2. “Therefore, in such a poor country fasting is against the national 
allotted what they earn, and to women what they earn: but ask interest.” 
God of His bounty. For God hath full knowledge of al! things.” 
(4-3) Let us complete the picture with other statements: 
Nor strain thine eyes in longing for the things We have given for N3. “O Believers, prescribed for you is the Fast, 
enjoyment to parties of them...” P2. ...haply you will be godfearing . . .”’ (2: 179) 


(Note that this Qur’anic verse is partly N and partly P.) 


In view of the general feeling that P] is very probably true, those who 


Y 
. [t is related in authentic hadith that the Prophet, upon whom bk 
| blessings and peace, said: 
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accept NI (perhaps also N2) and still decide to fast (N3) are clearly ¢ 
pressing a value judgment that obeying God is more worthy of considers 
tion than some loss of production. But they are put on the defensive an 
probably would feel uneasy or unhappy. 


P3. The Secretary-General of the United Nations stated in a Note o; 
Crime Prevention and Control (19 September 1973) that ‘Man 
countries face the problem of bribery and corruption, whic} 
represents economic and social costs of serious proportions’. (par 
68.) It is generally believed that this (North African) country is ; 
exception. 

P4. Starting from N3 and P2 one may reason that fasting promote 
godfearing, which in turn improves moral standards, redu 
ruption and negligence, and thus increases production later 


Assume now that a research organisation checked P|! and P4 and fou 
them both true — P| in Ramadan, and P4 in other months. Their separa 
quantitative effects on national income were estimated. Assume furthe 
that everyone accepts N1. 

If fasting turned out on balance to have a negative effect on productior 
then none of the above statements would change its character from N toP 
or vice-versa. 

But if the positive effect of fasting on production turned out to b 
greater, then several fundamental changes would take place: 


P] would be strongly qualified by P4, and 

N2 would become positive and false. 

N3 would become what I would call a “‘“mixed’’ statement, N with 
strong P element in it, or vice-versa. 


Let us read the whole Qur’anic verse: 


“O Believers, prescribed for you is the Fast, even as it were prescribe¢ 
for those that were before you — haply that you will be Godfearing . 


and that you should fast is better for you if you but know; .. . Gor 
desired ease for you, and desires not hardship for you... .”’ 
(Emphasis added.) (2: 183-84 


Conclusions on Methodology 
What is often classified as a normative statement — implying sometimes 


that the opposite statement should be given equal weight — is a function of 


our knowledge or lack of it. This is particularly true of all ‘‘Do’s” an 
“Don't’s” that we meet in Islam. They are ‘mixed statements” that are 
apparently normative but imbued with positive consequences. Acts 0! 


devotion — often thought of as normative —are also prime examples o! 


mixed statements. 
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Man’s behaviour, economic and otherwise, is affected, among other 
things, by his outlook, beliefs and moral standards, so anything affecting 
those variables must inevitably have far-reaching economic consequences. 

Some economists, most notably P. A. Samuelson, over-emphasise the 
positivist outlook which attaches great significance to distinguishing 
normative from positive statements.*® Fretting over this distinction is 
justifiable only in the rare cases where we intend to spend the time and 
money to test a statement before we accept it. 

Real life is, however, very different. It is often the case in practice that we 
accept a positive statement and invite others to do so without having the 
slightest intention or the time and money to test it. That North African 
politician enunciated his statement with full knowledge that even though 
it is positive and refutable, no one will try to refute it. | ask: What is the 
practical difference between such a statement and a normative one which 
no one can refute ?® 

It is suitable here to recall how Islam teaches us to view its injunctions. 

Firstly, there is no claim that what is prohibited is all bad and what is ff 
enjoined is all good. Rather, as stated by Al-Shatibi, every Islamic in- f 
junction may have both desirable and undesirable effects, and Islam bases 
its rules on the predominant effects.}° 

Secondly, if man had adequate knowledge of the direct and direct 
consequences in both the short and long run of his actions and attitudes, 
and if these consequences had the same dimension, there would have been 
no point in religion’s concerning itself with social matters. But man’s 
knowledge, alone, is inadequate.'! The Omniscient and Merciful God, out 
of His concern for man’s welfare, provided him with landmarks and guide- 
posts to save him the tragic costs of falling a victim to his limited know- _ 
ledge and occasionally to his conceit and passions. The Divine Guidance i As 
meant to enable man to start out in the right direction on his social and 
intellectual endeavours. It is not meant to stultify nor displace suc’ 
endeavours which constitute an important part of man’s mission on earth 
God has provided a type of small scale map on the basis of which ma 
must fill in the detail. Had man perfect knowledge and no biases, he ' would 
come to conclusions identical to God’s injunctions and guidance. 

This line of thought is supported by verses in the Qur’an too numerous 
to present here. !* "i 


Philosophical Underpinnings of Neoclassical Economics _ 

The title of this section would be meaningless if one subscribed without 
reservations to the “widespread view ... among economists that basic 
economic theory is value-neutral, that it can be applied in any society, and 
that in principle it can be made to serve almost any political ends’’.** I do 
not believe that such a view is entirely correct, as the arguments of this 
paper would hopefully demonstrate. 
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The secular world-views within which economists have developed the, 
ideas may be summarised as follows: 


Man is a being (not a creature), a product of nature. His CXIStence 
04 not have any ultimate meaning — he is simply, here, and that ,, 
tnat. 

Humanity is the ultimate reality, and the significance and ultima, 
aims of this life, if any, ought to be sought within life itself and ng 
beyond it. 

The perfectibility of the human race is attainable without superhumay 
aid. 

The traditional liberal conception of man may perhaps be summariseg 
in four principles: hedonism, rationalism, individualism and freedom." 

Hedonism is the pleasure-pain principle of Jeremy Bentham: man \ 
under the governance of two sovereign masters, pain and pleasure, and 
pleasure is the supreme end of life. Man is naturally indolent, i.e. averse to 
exertion and that which he considers painful. 

“Rationalism is means—ends orientation, the use of deliberate choice 
among alternatives in seeking the satisfaction of man’s wants.” 

** 4tomism is the assertion of the essential separateness and autonomy of 
each man from every other, with the consequent stabilisation of values by 
means of processes internal to the individual human organism.”’” 

I prefer to call it individualism rather than atomism. 
| Freedom is the assertion that man is initially, totally free. The basic 
| imitation on his freedom stems from his socialisation with others, who are 
equally free. ““Thus each person is the negation of the freedom of others." 
. These concepts are very much alive today. What they practically mean 
for the consumer is illustrated in the two quotations that follow. 

E. Shils wrote that the hedonistic attitude came to mean, among other 
things, that it is: 

“An obligation of government to try to support progressive, populistic 
hedonism: . . . all or most members of a given national society should 
be gratified in their material wants and this gratification should be 
continuously extended. The goal is a continuous increase in the 
supply of products available for the gratification of needs.”’'’ 


Given such a framework, the definition of what makes a “‘good life’ 1s 
not difficult to anticipate. S. F. Singer, an eminent professional, writing in 
1971, tried to define the quality of life: 

“In our society (U.S.A.) where material comforts are important and 


contribute to what people perceive as happiness, a loose definition (of 
the quality of life) might be ‘having as much money as possible left 
over after taking care of the basic necessities; and having the necessary 
time and opportunities for spending it in a pleasant way’.”’'* 
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What man, individually or collectively, achieves Or acquires jn , “It is He who has appointed you vice©roys in the earth, and has raised 
present life is the result of using his will to press the right buttons ang), some of you in rank above others, that He may try you in what He 
the laws of God act upon the property of God. Even when man obtay has given you. Surely thy Lord is swift in retribunion , and surely He is 


something " “the ee . his brow” he is in fact directing his will t All- Forgiving, All-Compassionate.” (6: 165) 
is body and senses, Which are God's creation and property, and in th,, 
alten: is acl up God's food and Sting God's air. Whateye We conclude, then, in agreement with Dr. Ahmad Al-Naggar, that f 
man owns, in the conventional legal sense, is something he is allowed, oo that a man aa ee ct artis 35 on phy aa pate gee 
a ye ve sare | even if it is economically free.** It must be paid for by berng thanktu 
have!’ Ove ee eaee eso! Property. Creator and Owner, i.e. we must be mindful of Him in its use, and share 
. to Him belongs all that is in the heavens and the earth, and, some of its fruits with other rightful claimants. 
| that is between them, and all that is underneath the so]. 2 
| i “Praise belongs to God, the Nurturer of all Being, the All-Mercify sane Ne, ; 
| ie the All-Compassionate, the Master of the Day of Doom.” (|: | An Islamic Social Welfare Function : 
| bd | That hard-to-pin-down concept of a social welfare function that 
ii When the concept that God is the Owner’ settles in a mans heart, | modern economists long for, received more than 800 years ago original 
: ) he a producer or a consumer, he feels honoured and grateful! that some formulation from two Muslim thinkers and jurists: Al-Ghazali (died 505 
God's wealth has been put in his trust. A man is then inclined to ackno H.)*? and Al-Shatibi (died 790 H.)*>. The first gave the original formulation 
| | ledge God's right to define for him the proper limits for the enjoyment: and the second greatly developed and refined the concept. Excellent 
tA use of that wealth, and also to acknowledge God's right to designate othe surveys of their ideas are provided by several prominent modern jurists: 
La individuals Or the community as the rightful claimants to a share o! tha M. Abu Zuhra, M. A. Al-Zarqa (on whose work I shall draw), A. W. 
wealth. Khallafand M. M. Dawalib’i.*° The starting point is that Islam sets goals 


for human life.*” All matters (be they activities or things) that help in 


Beli end of that unt ae , ; FP 
Believe in God and His Messenger, and expend « achieving these goals increase social welfare, and are called masd@lih, or 


He has made you trustees. And those of you who believe anc 


i : pa ; utilities; the opposite are ma/dasid or disutilities, 
shall have a mighty wage. ; Al-Ghazali, and later Al-Shatibi, by surveying Islamic teachings and 
_and give them of the wealth of God that He has given jou injunctions in the Qur'an and Hadith, came to the conciusion that social 
(24; 33 utilities in Islam may be divided into a three-level hierarchy: Necessities, 


Conveniences and Refinements. 


One Aim of Life: To Test Man Necessities. Necessities comprise all activities and things that are essentie 


“Blessed be He... who created death and life. that He might tr, \o. ‘to the preservation of the five foundations of good individual and social li fe 
which of you is fairest in work. . . .” 67> according to Islam: Religion, Life, Mind, Offspring and Wealth. To 
preserve these foundations is one of the first goals of the religion of Islam. 

Examples in this category include actions, in amount sufficient to 


preserve the five foundations, and injunctions related to such actions, sucl 1 


Life is a test through which we do not go equally prepared, and just! 
enough, we are not questioned equally on the Day of Judgement. God ha 


endowed people differently and in many ways: in mental or physica gg: (]) establishment of the five pillars of Islam (Belief, Prayer, Fasting, 
ability, in material and social environment, in power, knowlecec, wealth — Zak@r and Pilgrimage) and calling to the way of God; (2) Inviolability of — 
etc. Some of these ways an individual is born with; some are acquired b human life and related sanctions, the permission, or rather, injunction to “a 
effort, and still others come by circumstances, but each indiidual » earn a living, to eat and drink, to have clothes and a home, and related 
accountable to God for all the ways in which he has been pref — Over 


matters such as buying and selling; (3) prohibition of wine and other 


others. Everyone, on the Day of Judgement, shal] be questioned concerning —_smind-attacking matter; (4) the institution of marriage and the pro- 7 


his life, how he expended it, and his youth, how he used it up, an’ hibition of fornication; (5) protection of wealth, in its wide sense, and 
W his wealth. from whence he Seeraband whereto he did svend i prohibition of the destruction of wealth (even one’s own), prohibition 
| i and what use he did make of his knowledge. (Authentic saving of th of transgression against the property of others; and (6) fighting to defend 
a Prophet.) : those goals; the acquisition of basic knowledge and education, and estab- - 
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What man, individually or collectively, achieves or acquires in th, 
present life is the result of using his will to press the right buttons and |e 
the laws of God act upon the property of God. Even when man obtain. 
something by “the sweat of his brow” he is in fact directing his will to us. 
his body and senses, which are God’s creation and property, and in tha 
process man is using up God’s food and breathing God’s air. Whateve; 
man Owns, in the conventional legal sense, is something he is allowed 
‘have’, even though it is God’s rightful property. 


~, .. to Him belongs all that is in the heavens and the earth, and a 
that is between them, and all that is underneath the soil.” —_ (20: 6) 


‘Praise belongs to God, the Nurturer of all Being, the All-Merciful 
the All-Compassionate, the Master of the Day of Doom.” (1: |-4 


When the concept that “God is the Owner” settles in a man’s heart, be 
he a producer or a consumer, he feels honoured and grateful that some o! 
God’s wealth has been put in his trust. A man is then inclined to acknow. 
ledge God’s right to define for him the proper limits for the enjoyment anc 
use of that wealth, and also to acknowledge God’s right to designate othe; 
individuals or the community as the rightful claimants to a share of that 


wealth. 


“Believe in God and His Messenger, and expend of that unto which 
He has made you trustees. And those of you who believe and expend 
Shall have a mighty wage.”’ (57:6 
“...and give them of the wealth of God that He has given you. 


(24: 33 


One Aim of Life: To Test Man 


“Blessed be He. . . who created death and life, that He might try you 
which of you is fairest in work... .”’ (67:2) 


Life is a test through which we do not go equally prepared, and justl) 
enough, we are not questioned equally on the Day of Judgement. God ha: 
endowed people differently and in many ways: in mental or physical 
ability, in material and social environment, in power, knowledge, wealth, 
etc. Some of these ways an individual is born with; some are acquired b) 
effort, and still others come by circumstances, but each individual 1s 
accountable to God for all the ways in which he has been preferred over 
others. Everyone, on the Day of Judgement, shall be questioned concerning 


... his life, how he expended it, and his youth, how he used it up, an¢ 
his wealth, from whence he did earn it and whereto he did spend It, 
and what use he did make of his knowledge. (Authentic saying of the 


Prophet.) 
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“It is He who has appointed you viceroys in the earth, and has raised 
some of you in rank above others, that He may try you in what He 
has given you. Surely thy Lord is swift in retribution; and surely He ts 
All-Forgiving, All-Compassionate.” (6: 165) 


We conclude, then, in agreement with Dr. Ahmad Al-Naggar, vec, / 


nothing that a man uses (as a consumer or as a producer) is morally free, 
even if it is economically free.** It must be paid for by being thankful to its 
Creator and Owner, 1.e. we must be mindful of Him in its use, and share 


some of its fruits with other rightful claimants. 


An Islamic Social Welfare Function 
That hard-to-pin-down concept of a social welfare function that 


modern economists long for, received more than 800 years ago original 
formulation from two Muslim thinkers and jurists: Al-Ghazali (died 505 
H.)*4 and Al-Shatibi (died 790 H.)*°. The first gave the original formulation 
and the second greatly developed and refined the concept. Excellent 
surveys of their ideas are provided by several prominent modern jurists: 
M. Abu Zuhra, M. A. Al-Zarga (on whose work I shall draw), A. W. 
Khallaf and M. M. Dawalib’i.*® The starting point is that Islam sets goals 


for human life.?”7 All matters (be they activities or things) that help in / 


achieving these goals increase social welfare, and are called masdlih, or / 
utilities; the opposite are mafasid or disutilities. 

Al-Ghazali, and later Al-Shatibi, by surveying Islamic teachings an 
injunctions in the Qur’an and Hadith, came to the conciusion that social 
utilities in Islam may be divided into a three-level hierarchy: Necessities, 


Conveniences and Refinements. 


Necessities. Necessities comprise all activities and things that are essential 
to the preservation of the five foundations of good individual and social life 
according to Islam: Religion, Life, Mind, Offspring and Wealth. To 
preserve these foundations is one of the first goals of the religion of Islam. 
Examples in this category include actions, in amount sufficient to 
preserve the five foundations, and injunctions related to such actions, such 
as: (1) establishment of the five pillars of Islam (Belief, Prayer, Fasting, 
Zakat and Pilgrimage) and calling to the way of God; (2) Inviolability of 
human life and related sanctions, the permission, or rather, injunction to 
earn a living, to eat and drink, to have clothes and a home, and related 
matters such as buying and selling; (3) prohibition of wine and other 
mind-attacking matter; (4) the institution of marriage and the pro- 
hibition of fornication; (5) protection of wealth, in its wide sense, and 
prohibition of the destruction of wealth (even one’s own), prohibition 
of transgression against the property of others; and (6) fighting to defend 


those goals; the acquisition of basic knowledge and education, and estab- / 
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lishing sufficient economic activities (e.g. food production) to presery 
the five foundations. 


Conveniences. Conveniences comprise all activities and things that ar 
not vital to the preservation of the five foundations, but rather, are neede 
to relieve or remove impediments and difficulties in life. 

Examples include the use and enjoyment of things that man can « 
without, but with difficulty, such as entering into contracts of various kind; 

Many crafts, industries and economic activities are included here, to th 
extent that their products or services are considered conveniences, i.e. { 
the extent sufficient to relieve or remove difficulty. For instance, some typ, 
or other of floor covering is difficult to do without when it is cold; hence 
the production of a simple covering such as straw mats is a Convenience 
When such mats are available, carpets and the carpet-making industr 
become Refinements. 

Change in the mode of life may move certain activities or things frop 
one category into another. Thus when population was dispersed in rurz 
communities, sewerage was a Refinement. But in densely populated urba, 
centres that are now common, sewerage becomes a Convenience, for wit} 
out it significant difficulties including health hazards are faced. Similar\ 
public transportation in small communities is not a Convenience but; 
Refinement, even when it is considered a Convenience for the purpos 
of travel among such communities. However, in urban centres extendin; 
over a relatively large area, public transportation is a Convenience 
If it is available, private means of transportation become Refinement: 

Conveniences also include activities and things that help to promote an 
develop rather than preserve the “five foundations’’. Instances of th 
include: 

—printing books that promote some Necessities, e.g. calling to the Wa 
of God, or imparting any kind of Necessary knowledge. It is implie 
here that such Necessities can be preserved by other means that ar 
simpler than printing, such as by word of mouth; 

—protection of health and promotion of physical education to strengthe 
the body. Notice that protection of life is a Necessity. 


Finally, Conveniences include, among other things, acquiring knoy 


ledge, promoting education, and developing wealth (both public ant 
private) to the extent required for the achievement of Conveniences. Thi 
is one application of the well-known Islamic juristic principle: whatever 


indispensable for the performance of a duty is also a duty. 


Refinements. 


brighten or adorn life. 


This category includes activities and things that go beyon 
the limits of Conveniences. More specifically, it includes matters that ¢ 
not remove or relieve difficulties but rather those that complemen 


‘Sie. 
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Injunctions characteristic of this category are those related to politeness 
in behaviour and speech, observance of Islamic etiquette in eating, drink- 
ing, clothing, salutation, cleanliness, etc.; moderation in general, a par- 
ticular instance of which is moderation in expenditure (**... neither 
prodigal nor parsimonious but moderate, in between’’) (25: 67). Improving 
the quality of one’s work and production belongs to this category (accord- 
ing to the saying of the Prophet, peace be on him, *“‘God loves for one of 
you, if you do a job, to do it perfectly”’.** 

Other actions in this category are rest, innocent hobbies, recreation and 


kindred activities in amounts adequate to provide rest for body and mind, 
and to restore one’s energies. 

Refinements also include those innocent things taken in moderation 
that provide comfort, such as carpets, good quality furniture, painting 
one’s home, t.e. things that one can forego without difficulties. Included 
also in Refinements are moderate amounts of objects of enjoyment and 
ornamentation such as flowers and jewellery. 

Going beyond Refinements into prodigality and self-indulgence is 
considered by Islam a disutility for individuals and society alike, and is 


strongly disapproved. 


Rules of precedence. We have given above a brief description (based on 
the works of Al-Ghazali and Al-Shatibi) of a set of objectives that Islam 
defines for man and society. The attainment of these objectives increases 
social welfare. 

Valuable as it is, the definition of these objectives comprises only the 
first component of social welfare function as conceived by modern 
economists. For this function to exist the second component should be 
provided: a set of rules of precedence which help to resolve conflicts among 
different social objectives. The two components together make up the 
social welfare function. An explanation of this idea is perhaps in order. 

The social welfare function should help us choose from among well- 
defined social (or economic) situations that alternative which enhances 
welfare most, or that which is least harmful. It is often the case in such 
choices that the attainment of one objective takes us away from some other 
worthy objective. Thus choice often involves the resolution of conflicts 
among social goals. For a social welfare function to be worthy of the name, 


- it must provide rules of precedence that help resolve a conflict of goals. 


Do Al-Ghazali and Al-Shatibi furnish rules of precedence, 1.e., do they 
complete the specification of a welfare function? Yes, indeed. 

To start with, one should recognise that these two jurists provide not 
only a mere set (collection) of Islamic goals, but rather they provide what 
in mathematics is called an ordered set, i.e. one whose elements have a 
hierarchy. Thus at the highest level are Necessities, followed by Con- 


-veniences, then Refinements. Al-Shatibi provides many insights and details 
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about ordering the elements within each category. (He does not and no op, 


can provide a complete ordering.) 
The simple and fundamental rule of precedence according to these ty 


scholars is not difficult to anticipate: 


Actions or things related to a lower-level category (e.g. Refinement; 
are disregarded if they conflict with the objectives of a higher-ley, 
category. To the extent that ordering is provided within a category 
this rule is also useful there. 


A classic example in Islamic jurisprudence about this ordering 1s the 
permission to uncover any part of the body for medical examination og, 
treatment. For even though covering certain parts of the body Is emphaty. 
cally required, it is nevertheless a Refinement, whereas medical attentior 
a Necessity (if needed to save life, or a Convenience otherwise) and mus 
have precedence. 

This rule, even though very powerful and simple, is far from sufficien 
given the complexity of real life and the multiple effects that any action ha: 
So where do we go from here? 

We go to Islamic jurisprudence (figh) which at first sight might seem ap 
unlikely source of help for a social welfare function. Both Al-Ghazali anc 
Al-Shatibi are renowned jurists, and both clearly refer to the numerou 
precedence rules contained in the whole tradition of figh. 

Thus we have at our disposal that magnificent and rich source fo 
defining priorities and resolving conflicts among social aims or individua 
interests. It is not only an intellectual heritage but, more importantly, it is: 
detailed value system solidly based on Divine Guidance. To a Muslim thi 
is the only valid source of value judgments and interpersonal comparisons 

It is interesting to note that Benjamin Ward proposed that economist 
base social welfare judgments on the Anglo-American legal heritage an¢ 
legal process. Professor Ward points out some difficulties that such an 
attempt must overcome, but concludes that it is “*. . . a worthy goal, both 
morally and in terms of its prospective feasibility’’.2° It may be noted in 
passing that the difficulties Ward foresees are largely absent from Islamic 
jurisprudence because Muslims believe in its Divine origin. 


Relationship between Islamic Jurisprudence and Economics 
The possibility of specifying a reasonably well defined social welfare 

function in Islam is a matter of momentous significance to society, policy: 
makers, and especially to Muslim economists and jurists. For a hint of thi 
significance, let me quote from a well-known Muslim scholar, Professo 
Muhammad Al-Mubarak, who recently wrote, in a different context 
‘Production and profit are (in an Islamic system) not ends but means. The 
moving force of current systems is profit, but in an Islamic system it 


human welfare’’.*° So to define this welfare from an Islamic viewpoint must 
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be the sine qua non for making practical Islamic recommendations on any 
social or economic issue. 

Turning now to the subject of the present subsection, we should note 
that the idea of an Islamic welfare function throws considerable light on 
the proper relationship between Islamic economics and jurisprudence. 

Muslim jurists have a central role to play in defining in collaboration 
with other social scientists, including economists — details of a social 
welfare function relevant to present-day society. Once such a social welfare 
system is so defined, Muslim economists need no longer wander about 
aimlessly. They could begin from this function and choose for positive 
economic studies those problems, variable and inter-relationships most 


relevant to that welfare. 
“There has come to you from God a light, and a Book Manifest 
whereby God guides whosoever follows His good pleasure in the 
ways of peace, and brings them forth from the shadows into the light 
by His leave; and He guides them to a straight path.”’ (S: 15-16) 


Economists could then present to Muslim jurists alternative economic 
policies, clearly stating the effects of each policy on variables relevant to 
Islamic welfare. Then and only then can jurists and economists use the 
welfare function and its supporting heritage of fig/h to provide society with 
Islamic solutions to current problems. 

Al-Ghazali and Al-Shatibi made a sterling contribution by deriving a 
social welfare function which is implied by the Qur’an and the Tradition of 
the Prophet (peace be on him). Though still relevant and having con- 
siderable insight, their contribution would not directly answer all the 
questions we want to pose in this last quarter of the twentieth century. 

Al-Ghazali and Al-Shatibi have done their share. Have we? 
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CHAPTER TWO 


A Contribution to the Theory 
of Consumer Behaviour in 
an Islamic Society 


Dr. Monzer Kahf* 


THE “utility” analysis developed by the Austrian marginalist school and 
by Alfred Marshall has its roots both in “‘economic rationalism’”’ and in 
“utilitarianism’’. These two sources had great influence in the formation 
and emergence of the “‘new capitalism”’ in the Europe of 17th, 18th and 
19th centuries. During the 19th century Marxism too grew up in the same 
atmosphere, one may indeed say in the very lap of the new capitalism. 
Because of this, it could never shake off the philosophical basis of that 
brand of capitalism. That does not mean there are no dissenting voices. 
Max Weber, a leading sociologist, has very rightly maintained in his well 
known book The Protestant Ethic and the Spirit of Capitalism that 
“economic rationalism” is not the only form of rationalism that can 
explain the economic phenomena. Thus, for instance, it may be pointed 
out that Islamic rationalism is another form of rationalisation. 

Islamic rationalism is founded on the ideological belief in the Oneness of 
God and in the oneness of religion and the Book. In accordance with this 
belief, human life is conceived as one whole, oriented towards one ultimate 
goal. This goal has many expressions in the Islamic faith and literature, 
such as, serving Allah, “‘entering the Paradise’, “‘worshipping Allah’’, 
“seeking salvation in order to escape Hell’’, “‘passing the trial on the Day 


*Dr. Monzer Kahf, Chairman, Economist Group of the Association of Muslim Social 
Scientists, U.S.A. Dr. Kahf was educated in Syria and the United States and holds a 
Ph.D. in Economics with specialisation in International Economics. Amongst his recent 
publications is The Islamic Economy, North American Trust, Indianapolis, 1978. 

The author would like to acknowledge that in this paper, he has utilised material from 
two of his earlier unpublished papers entitled “‘The Islamic Economics” and “‘The 
Economic View of Ibn Taimiyyah’’. Section IV in this study has drawn upon another 
paper of the author, namely, ““A Model of the Household Decision in an Islamic 
Economy’’, which was presented at the annual convention of the Association of Muslim 
Social Scientists, held in May, 1974, in Gary, Indiana, U.S.A. The English translation 
of the Qur’an by Yusuf Ali has been the main source for citations of the meaning 


of the Qur’anic verses. 
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of Judgement”’, etc. In fact all these expressions may be said to be that oj 
‘obtaining the consent of Allah’’. 

The affirmation of one goal for human life has the effect of unifying 
human behaviour (not to mean standardisation) and denying the artificia 
dichotomy so distinctive of the philosophy and thinking of the “ney, 
capitalism’’. Islamic rationalism succeeded in handling many problems oj 
human behaviour that the western economic rationalism failed to explair 
and because of its historical background the capitalist rationalism 1s alien 
to the Islamic economic scheme and behavioural attitudes under Islamic 
influence. Despite this, Islamic rationalism has not ignored the importance 
of man’s material wants, needs and satisfactions. In this matter, both the 
economic rationalism of capitalism and the superstitious philosophy of the 
European Middle Ages could not explain the assorted behaviour of man 
This was largely due to the fact that the two systems took diametricall) 
opposite positions in viewing the workings of human behaviour 

Additionally, Islam is never satisfied by only awakening human con 
sciousness and putting it on the right track; but rather, it always creates 


the environmental conditions that are necessary for the proper functioning | 


of this consciousness. Therefore, a study of Islamic rationalism must be 
nye 


supplemented by an analysis of the socio-economic framework and 
atmosphere provided by Islamic teachings. 


Throughout history, societies imposed, and are imposing, certain 


limitations and constraints on their members in respect of the set of goods 


and services made accessible to the consumer. The use of certain com- | 


modities is sometimes forbidden by legislation, prohibited by religion, or 


_ simply unavailable because of the level of the development of current 


technology. A comparative study of the sets of attainable goods and 
services in different societies and under different cultural systems has its 
own merits and benefits, but, this paper will not enumerate the lawiul 
and prohibited kinds of beverages and food from an Islamic point of view, 


The principal focus of this paper will be on the impulses that motivate, | 


and the goals that are pursued by the consumer in his choice among the goods 


and services contained in the attainable set, and on the macroeconomics of | 


this behaviour, given the axiomatic system of Islam. 
Section I will briefly highlight the ideas on consumer behaviour devel- 


oped under the capitalist and the Marxist systems. Section II will analyse 
consumer rationality under the Islamic axioms. Section III will be devoted 
to the consumer’s decision to allocate his income between saving and final 
spending. Section IV will derive the macromodel of income allocation in 


an Islamic society. The fifth and last section will summarise the findings | 


and the conclusions. This paper will show, for example, that Zakar and the | 


prohibition of Riba have a central role in the macroeconomic theory of 
Islamic economics, especially in the analysis of investment-saving 


relationship, economic policy and economic growth. It is the opinion of | 


Theory of Consumer Behaviour in an Islamic Society 21 


this writer that such a study ought to be based on some observations and 
empirical evidence concerning the consumer behaviour in an Islamic 
society, but the practical impossibility of observing and collecting data, 
at this time, forced him to deal with the topic on a purely theoretical basis. 


I 


THE THEORY OF CONSUMER BEHAVIOUR IN CONVENTIONAL 
ECONOMICS 


The theory of consumer behaviour developed in the West after the 
rise of capitalism is an offspring of a duality, namely, “‘economic 
rationalism” and “‘utilitarianism’’. Economic rationalism interprets 
human behaviour as being founded on a “‘rigorous calculation, directed 
with foresight and caution toward economic success’’.1 Economic success 
is strictly defined as the “‘making of money out of man’’. The acquisition 
of wealth, whether in terms of money or in terms of commodities is the 
ultimate goal of life and at the same time the yardstick of economic success. 

The ethics of this philosophy is related to and derived from ‘‘economic 
success”. Success in making money is the result and the expression of 
virtue and proficiency. Utilitarianism is the source of moral values and 
attitudes. “Honesty is useful because it assures credit; so are punctuality, 
industry, and frugality.’’? 

From this dual origin emerged the theory of consumer behaviour. This 
theory considers the maximisation of utility as a postulated objective of the 
consumer. The utility to be maximised is that of a ““chomo-economicus” 
whose sole goal is to achieve the highest level of economic acquisition, 

and whose only stimulus is the “‘sense of money”’. The theory of consumer 
behaviour under the capitalist system has passed through two stages. The 
first stage is associated with the marginalist theory, according to which the 
utility of consumer is rigorously measurable in cardinal units. The con- 
sumer reaches his equilibrium when he maximises his utility subject to an 
income constraint; that is, when the ratios of marginal utilities of the 
different commodities equal the ratios of their money prices. The second 
and more modern stage rules out the measurability and the cardinality of 
utility. However the conditions become now the equality between the 
marginal rates of substitution, i.e., the slope of the indifference curve, and 
the ratios of money prices, i.e., the slope of the income constraint.* 

The Marxist economics never deviated from the doctrine of ““homo- 
economicus”’. In fact, one aspect of the dialectical materialism of Marx is 
that it is a mere “restatement” of this doctrine in a historical perspective; 
therefore, some of the latest trends in Marxist economics betray increasing 

influence of early marginalist formulations of the utility theory as an 
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with foresight and caution toward economic success’’.! Economic success 
is strictly defined as the ““making of money out of man’’. The acquisition 
of wealth, whether in terms of money or in terms of commodities is the 
ultimate goal of life and at the same time the yardstick of economic success. 

The ethics of this philosophy is related to and derived from ‘‘economic 
success’. Success in making money is the result and the expression of 
virtue and proficiency. Utilitarianism is the source of moral values and 
attitudes. “Honesty is useful because it assures credit; so are punctuality, 
industry, and frugality.”’* 

From this dual origin emerged the theory of consumer behaviour. This 
theory considers the maximisation of utility as a postulated objective of the 
consumer. The utility to be maximised is that of a “chomo-economicus’”’ 
whose sole goal is to achieve the highest level of economic acquisition, 
and whose only stimulus is the “‘sense of money’’. The theory of consumer 
behaviour under the capitalist system has passed through two stages. The 
first stage is associated with the marginalist theory, according to which the 
utility of consumer is rigorously measurable in cardinal units. The con- 
sumer reaches his equilibrium when he maximises his utility subject to an 
income constraint; that is, when the ratios of marginal utilities of the 
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and more modern stage rules out the measurability and the cardinality of 
utility. However the conditions become now the equality between the 
marginal rates of substitution, i.e., the slope of the indifference curve, and 
the ratios of money prices, i.e., the slope of the income constraint.*® 

The Marxist economics never deviated from the doctrine of “homo- 
economicus”. In fact, one aspect of the dialectical materialism of Marx is 
that it is a mere “restatement” of this doctrine in a historical perspective ; 
therefore, some of the latest trends in Marxist economics betray increasing 
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explanation of consumer preferences ;* while the contributions of John p | 


Hicks in the field of techniques of consumer utility maximisation ay, 


reflected in the writings of some other socialist economists. Maryiy | 


economics continues to move in the same grooves. 


Section II will show that this concept of rationalism, which may ty | 


termed as “communo-capitalist’” does not coincide with the Islam 


doctrines, nor do the alternative behavioural patterns which dominates | 


the economic relationships in Europe before the rise of the econom, 
rationalism, such as the “hand-to-mouth of peasant”’ or the traditionalisy 
of the guild craftsman. ® 


I] 


MOTIVES AND GOALS OF CONSUMER BEHAVIOUR UNDER 
THE ISLAMIC CULTURE 


The economic behaviour of human beings in the Islamic culture \ 
dominated by three general principles: The belief in the Last Day, th 
[Islamic concept of success, and the Islamic concept of riches 

1. Islam associates the belief in the Day of Judgement and the life in the 
hereafter with the belief in Allah. This extends the time horizon of Muslin 
beyond death. Life before death and life after death are closely inter 
related in a sequential manner. This has two effects as far as consume 
behaviour is concerned: first, the outcome of a choice of action is compose¢ 
of two parts, its immediate effect in this life; and its later effect, in the lif 
to come.’ Therefore, the utility derived from such a choice is the total o 
the present value of these two effects. Second, the number of alternative 
uses of one’s income is increased by the inclusion of all the benefits that 
would be gained only in the hereafter. Examples of such alternative use 
are free of charge lending (p>! _=,-wI), giving to the poor and need) 
care of animals, spending for the welfare of future generations, improve. 
ment of communal life even when this has no immediate benefit for the 
individual,* promotion and perpetuation of goodness, etc. These uses o! 
income are excluded from the Max Weber rationality unless they have 
some immediate utility. Thus, many alternative uses of one’s income ma) 
have positive utility in the Islamic culture; whereas their utility benefits in 
the communo-capitalist rationalisation may be zero or negative. 

2. Success is defined in Islam in terms of the ‘“‘consent of Allah” and nol 
in those of the “accumulation of wealth’’.® Virtue, righteousness, and the 
fulfilment of the servanthood to Allah are the key to His consent. Virtue 
and righteousness can be achieved through good actions and purification 
of human behaviour from evil and vice. 


Service and obedience to Allah may be rendered by the positive use 0! 
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human capabilities and resources, given by Allah. This includes full use 
and exploitation of everything given to mankind by Allah. According to 
Islamic teachings, if a man really wants to serve Allah, the utilization of 
the natural and human resources made available to him is not only a 
privilege but also a duty and obligation prescribed by Allah?°. Therefore, 
material progress and perfection are in themselves moral] values in Islam.?? 
Abstention and withdrawal from enjoyment and satisfaction from material 
life is in direct Opposition to Islamic doctrines.!2 Efficiency and the 
value of time are concepts made alive in the human consciousness by the 
religion of Islam.** After all, Islam urges and requires people to spend part 
of their time and energy for the remembrance of Allah, the improvement 
of spiritual and moral surroundings, the propagation of virtue and good- 
ness, etc.; all this can only be done if part of human resources can be 
spared and liberated from the pursuit of consumption.?4 

3. The concept of wealth and income (Ma/Jt—!) is unique in Islam. 
Mal, whether looked at as wealth or income, is a bounty from Allah; it is 
not an evil. Heaven is not only open to the poor, but it is also and equally 
open to the rich. Md/ is a tool that may be used for good or for evil.}5 
Poverty is, in some instances, associated with disbelief and riches are 
considered a gift from Allah.*® Since riches are a bounty from Him, they 
must be used for the benefit and satisfaction of human wants. This is an 
implication of humble service to Allah (Subh@nahi Wa Ta‘ald). The 
Prophet is reported to have said: **Verily, Allah likes to see the trace of His 
bounty on His servant’. The relationship between income or Madi, and 
consumption is defined by the Prophet in the following saying: ‘*The 
Prophet (peace be upon him) asked once: Who among you, the Md/ of his 
heir is dearer to him than his own Ma/? They answered: every one sees his 
Mal dearer than his heir’s. Then, the Prophet said: your Md/ is what you 
use up and your heir’s Mad/ is what you leave’’.?? 

That is, since Ma/ is a tool to buy goods and services which bring about 
satisfaction, it should be spent for that purpose and not hoarded. The 
concept of real income appears in another saying where real income is 
defined as the total of what is used for the purchase of goods and services 
that produce immediate satisfaction in this life plus that which is given 
away for causes that enrich one’s lifeafter.** 

In the light of these three principles, consumer behaviour in an Islamic 
society can be described as a maximisation of success, Falah.1* Success 
may be defined, in the narrow sense, corresponding with consumer choice, 
as the level of obedience to Allah derived from the satisfaction of one’s 
material wants and the exhibition of the effect of Allah’s bounty by 
extracting enjoyment of the Ma/ given by Allah, and the enrichment of 
one’s lifeafter. The maximisation of success of the consumer is subject to 
an income constraint determined by the level of ‘“‘spendable income’’. The 
latter is defined as total income minus planned change in wealth. 
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The exhibition of the trace of Allah’s bounty affects the consume, 


because it implies an increase in spending on material wants and), 
enrichment of one’s life in the hereafter at each level of income. Cong, 


maximisation problem may be reduced to a problem of two objectiy, 
functions: one for the satisfaction derived from the consumption of goo¢ 


prices.** The solution of the maximisation problem, I.e., consumer equilib 
rium, can be found by making use of the well-known mathematic, 


} | techniques. 


rg obtained from material consumption. Very little was said about th 
decision of allocating income between saving (change in wealth) and fing 
spending. Section III will address itself to this aspect of choice 


II] 
INCOME-ALLOCATION DECISION 


Before proceeding to examine the consumer’s decision of incom 
allocation between saving and final spending, we must define the term 
used in this discussion. Consumption function is usually defined in the 
communo-capitalist literature as the relationship between income and 
consumption of goods and services. These goods and services constitute 
only one part of our term “‘final spending’’, namely, spending on goods and 
services that bring about immediate satisfaction 1n this life. The secon¢ 
component of final spending, 1.e., the spending for the sake of Allah is not 
accounted for in the consumption function mentioned above. That is wh) 
I avoided the use of the term consumption in the previous section. The 

term final spending refers to these two components together. Fina! spend- 
ing is distinguished from investment in that the latter affects the level o! 
wealth, whereas the former does not. 

Saving 1s conceived in this study as a positive act that has its own 
purposes rather than a mere residual, after consumption has taken place 
People save for a variety of reasons such as precaution for the ambigull) | 
and uncertainty of the future; to provide for future consumption; | 
accumulate wealth for their heirs;?* to increase their future income; el¢ 


behaviour by raising the proportion of final spending to income 


quently, at each level of income, final spending in the Islamic householg) 
expected to be higher than that in the non-Islamic family.** Therefore tp, 


and services, and the other for the enrichment of the life in the hereafter} 
spending for the sake of Allah. These are maximised subject to the speng. 
able income given the set of accessible goods and services and the relatiy, 


This section studied the rationality of consumer behaviour as derive; 
ih from the Islamic ideology. It concluded that the goals of the consume 
include the enrichment of one’s life in the hereafter as well as the enjoymen 
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These motives compete with the impulses of final spending discussed in the 

previous section for the given income. The stronger the drive or tendency 

for final spending, the larger is the part of income allocated for final 

spending. This drive may be so strong that final spending may exceed in- 

come; in that case, saving becomes negative. This may happen at a very 
low level of income where the needs for consumption exceed current 
income, or at a very high level of religious consciousness about the afterlife 
where one may give away even all one’s wealth for the sake of Allah; this is 
exemplified by the choice of Abi Bakr when he brought all his accumulated 
wealth to the Prophet to finance one of his battles. On the other hand, the 
greater the desire to save, the higher the proportion of saving to income. 
Therefore, on the saving-final-spending scale of Figure 1, one can locate all 
the points of combination of saving and final spending that produce the 
same level of satisfaction to the consumer. The locus of these points will be 
called the income-allocation indifference curve I. It has a negative slope for 
the reasons mentioned above. We will assume that it is also convex to the 
origin, 1.e., the marginal] rate of substitution of saving for final spending (the 
slope of I) is decreasing as final spending increases. This means that the 
higher the final spending, the greater becomes the desire to save; and the 
higher the rate of wealth accumulation, the stronger becomes the desire for 
final spending. One more assumption Is still to be made; that is, the higher 
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the income-allocation indifference curve. 
with no saturation point.?4 


future purchasing power of the unit of income. For operational simplicj 
constant. The equilibrium of the consumer is at the point & In Figure 
constraint. 

Section IV will discuss the determinants of the slope of the budg 
and investigate the macroeconomics of the behaviour of the consumer j; 
an Islamic economy; it will also compare it with a non-Islamic econom 


IV 


THE MACROECONOMICS OF CONSUMER BEHAVIOUR IN 
AN ISLAMIC SOCIETY 


In order to derive the macro function of final spending in an Islan 
economy, certain assumptions must be made. 


society quite different from the contemporary *‘Muslim”’ societies 


2. More specifically, the institution of Zakdar is assumed to be a part o/ 
the socio-economic structure and that it is collected and distributed jp 


department of the executive branch of the government; that Zakar is con- 
sidered as a constant ratio of net worth; and that there are no restrictions 


terms or in money terms, or concerning the percentage given to each of the 


one or more of these eight categories mentioned under this footnote;*° | 


goods. 
3. The third assumption is that in the given Islamic economy Rihd is pro: 
hibited by law. Every interest on credit is considered Ribd. This means that 


the rate of interest on loans should always be zero. There is no discrimina- | 
tion, as far as the prohibition of interest is concerned, between producer’: | 


credit and consumer’s credit. However, this study is more concerned with | | 
the loans for investment rather than with consumption loans. 


the better off is the consym,. | 

The income constraint can be shown in Figure | as a Straight line, y | 
whose intercept equals total income. The slope of the income constrajp, | 
depends on the trade off between the current purchasing power and th, | 


let income be measured in money terms and let money prices remajy | 


where the marginal rate of substitution equals the slope of the incony | 


1. An Islamic economy is defined as an economy where the Islamic lays | 
and institutions prevail; and where the majority of its individuals believe | 


in the Islamic ideology and practise its way of life. This makes sucha | 


accordance to the Islamic injunctions; that there exists a Zaka/ Fund asa} 


on the collection and distribution of Zakdat as to whether it is done in real | 


eight worthy destinations. The ownership of Zakai must be transferred to | 
should not remain in the hands of the authorities. However, Zakdi can be | 
collected or dispensed with in the form of consumer’s goods or producer's | 
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4. The fourth assumption being that Qirdd does exist as a legal economic 
institution. Qirad is defined as the act of injecting money assets in the pro- 
duction process through the co-operation of the entrepreneur who provides 
his entrepreneurial skill and Muqgdarid who furnishes his funds.*® The net 
income of the project is divided between them. The reward of Muqd4rid will 
be called profishare, and the reward of the entrepreneur will be called 
profit.*? The crucial difference between profishare and interest on capital is 
that the former is a percentage of net income of the firm; whereas the latter 
is a fixed cost of production. 

5. Fifthly, developed monetary markets for producer’s goods, con- 
sumer’s goods, and especially financial instruments are assumed. 

6. And sixthly the consumer is assumed to maximise the satisfaction of 
his income as described in the previous section. Additionally, and in 
accordance with the implications of the saying of the Prophet (peace be 
upon him) which reads: “Invest the Mad/ of the orphans so that it does not 
vanish because of the deductions of Zakdat,”’ it is assumed that consumers 
are interested in preventing the level of their wealth from declining after the 
payment of Zakat. 


The Final Spending Decision 

Now that the assumptions of the Macro model are made clear, we can 
investigate the effects of the Zakd@t institution and the prohibition of Riba 
on the decision of income allocation between saving and final spending. 
Zakat influences both its payer and its recipient. The effects of Zakat on 
the Zakat payer are as follows: 


(a) The payment of Zakat entices the payer to raise saving ratio at each 
level of income. Since Zak@t is imposed on accumulated net worth 
and not only on income, the wealth-owner-consumer must increase 
his saving ratio in order to prevent the level of his wealth from 
decreasing. For example, if the rate of return on capital is 10% 
the wealth owner needs to save more than 25% of his income in 
order to keep his wealth constant. On the aggregate, almost all 
wealth owners are taxed by Zakdt since the minimum exempted 
level, Nisab, is very low. This effect of Zakdat on saving is positive: 
the introduction of Zakat raises the saving-income ratio. This effect 
is called “the saving effect’’. It must be observed that this is a once 
and for all rise in the saving function since the Zakat rate is not 
variable. This means that as a result of the saving effect, the saving- 
income ratio must be higher in an Islamic society than in a non- 
Islamic society. 


(b) Zakat penalises idle wealth, whether this is held in terms of 
“Argent sterile” or in terms of “‘waiting’’ means of production. This 
effect tightens the relationship between saving decision and invest- 
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ment and brings these two decisions closer to each other as far as th 
time span between them is concerned. 


On the other hand, the effect of Zakat on the income-allocation decisig, 
of Zakat recipients is to increase their disposable income, hence, INCTeasing 
both saving and final spending together. It must be noted, however, thy 
not all the recipients of Zakat are in the classes characterised by lov, SaVing 
ratio, since only three kinds of Zakat recipients have immediate consump 
tion necessities; these are: the poor, the needy and the wayfarer. |, 
addition, the economic policy, concerning the collection and the distriby. 
tion of Zakat in terms of producer's goods, money, or consumer's good 
affects the income-allocation decision of the recipients and limits they 
degree of choice. “a 

Consequently, the aggregate effect of Zakar must be a higher saving. 
income ratio since it represents an upward shift of the saving function (o, 
the part of Zakat payers) and a rightward movement along the curve (0 
the part of Zakat recipients). 

Moreover, the prohibition of interest raises current fina! spending ip 
relation to saving. In the construction of Figure 3, we assume that neithe; 
saving nor final spending is inferior. 

If the rate of interest is more than zero, the slope of the income constrain 
must be more than one (absolute value), In Figure 3, the budget line Y) 


has a slope of — 1, it represents the zero interest rate. YY’ has a slope of 


aig = ! , where 1 > 0 is the rate of interest. The point C measures the 


level of final spending when current money income is equal to the distaner 
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| Theory of Consumer Behaviour in an Islamic Society 3] 
Assume that one’s income is Y, it is received at the beginning of the perjg, | 
say a year; assume also that s is the percentage of Y that is saved for, | Max U = U(FS,S). 
whole period ; savings will be used at the end of the period for final speng, | Subject to: FS + S = Y, and 
DW = S >2(W + S), 


ing; and the next-period current income is zero. Total final spending of t} 


individual in the two periods is: 
where U is consumer Satisfaction, W is the consumer’s wealth, and D is the 


time derivative. For simplicity, let income be generated from only one 


4 FS = (Y — S) + (S — Sz), 
: i where FS is total final spending, S is total savings, and z is the rat source, profishare; that is: Y = (QR)vW; where Q is the rate of profishare, 
ek Zakat. Then: Ris a rate of return on projects, and v is the rate of wealth utilisation. The 
. income received at the beginning of each period is the result of the eco- 
FS = (Y — sY) = (sY — zsY), or: nomic activity during the previous period: hence, it is a historical datum for 
the period of the study. This implies, in Figure 5, and is given from the time 


period tf — I. It was shown, in Figure 4, that at higher saving ratios, the 


Zakat payment will be higher; consequently, the part of income left at the 
disposal of the household is smaller. This means, in terms of Figure 5, that 
the higher the ratio of saving to income, the flatter the income constraint. 


FS = Y(1 — zs). 


ne an. : 
ee 
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Thus, the relationship between total final spending and the saving rati 
negative. There exists an inverse relationship between FS and s. Th 


| is shown in Figure 4 where s,; > S> > S3, and the slope of the Y’s ; 
. BOY lez The higher the saving ratio, the lower is the attainable bask In fact, the slope of the income constraint is bounded from below; that is: 
A dsu, = (1 — 2) 
dies). 1... 


of total final spending. 
Figure 5 shows the relationship between the saving decision and the 


investment decision. If the decision to save is not accompanied by a 


Final 
spending 
in year 2 I; a E : : : 
decision to invest, i.e., if v < 1, the consumer will be on a lower in- 
difference curve such as 1”. 
Saving 
Y 
O << 
Figure 4 Final spending in year | | 
(¢ 
The household, as a wealth holder, is concerned about at least mair I 
taining its wealth intact. This is done by raising the saving ratio in order tt Final “spending 
compensate for the Zakat payment. Figure 5 
Consequently, the behaviour of the household can be described as a . 
maximisation of consumer’s satisfaction subject to two constraints: tht The slope of the Y’s is determined by the rate of utilisation of savings, v, 
the rate of profishare on investment, Q, the rate of return on projects, R, 


amount of income, and the maintenance of wealth, that 1s: 
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and s = 0, current final spending will be at the point Y. Fors =|, 
v = 0, the slope of the budget line becomes -(——*), the applicayy. | 


budget line is YY” and the equilibrium of the consumer is at the Tovey 
indifference curve. At higher rate of utilisation of savings, the slope of th 
| 
| 


. 

| 

and Zakat rate, z, which is institutionally constant. For a given jing, J 
‘| 

| 

7 


income constraint increases (in absolute value). The slope of the INCOM | 
constraint is calculated by the following equation: | 


GS OR) (1 —z) | 
d (FS) | | 


When v = I, i.e., when savings are utilised immediately in the productiy. | 
process, the level of the consumer’s satisfaction depends entirely on th} 
rate of profishare on investment and the rate of return on projects, sing | 
z is constant. It must be noted that the absolute value of the slope of the| 
income constraint is positively related to the rate of savings’ utilisation, the} 
rate of profishare, and the rate of return on projects. | 

Two conclusions follow from the discussion of this section: firs! he 
Islamic system is characterised by the phenomenon that unless investmey| 
considerations are integrated in the decision to save, consumer's welfare | 
negatively influenced by saving. And second, the consumer-saver’s welfar 
is directly influenced by the state of affairs in the society. A decline in th| 


r - 


economic activity reduces the rate of return on projects, RK, the thing which| 
reduces the profitability of investment and lowers the absolute value of thy) 
slope of the income constraint, this in turn, reduces the saving rat | 
through the consumer’s endeavour to reach a higher level of indifference 


consequently, saving is positively related to the rate of return on project! 


V 
CONCLUSIONS | 


In view of the preceding facts and arguments, it may be concluded that 

1. In contrast to the communo-capitalist theory, the Islamic theoy| 
considers the consumer as a maximiser of Falah. Falah is the success in thi! 
life and in the afterlife. Muslims say in their daily prayers: “Our Lord 
grant us good in the life on this earth and good in the lifeafter’’. | 

2. The Islamic economic system, by virtue of the very nature of 1 
institutions, maintains a high rate of saving. It must be noted that th| 
maintenance of wealth is not a cost of production like the maintenance ¢ | 
capital (allowance for depreciation). The reduction of the individu! 
wealth by Zakat does not necessitate an increase in the rate of depreciatio | 
for the economy as a whole. In fact, the deduction of Zakat from th 


| 
| 
| 
| 
| 
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individual wealth leaves intact the volume of capital in the economy, no 
matter whether Zakat is paid in terms of consumer’s goods such as food 
and shelter, or whether it is paid in durable or perishable commodities. 

3. The inherent forces of the Islamic system make the perspectives of 
investment an integral part of the saving decision. This has some significant 
effects on the comparative statics of the system. Saving is positively 
related to the investment opportunities and expectations. This sort of 
relationship implies that, at times of declining investment expectations, 
saving will decline and consumption will rise. This in turn increases 
aggregate demand and improves expectations. 

In the interest system, the decision to invest is completely separated from 
the decision to save. Such a dichotomy provides a major cause for fluctua- 
tions in the economic activity. 

This conclusion, gives an economic interpretation of verse 275 in Sarah 2 
which reads: “And Allah hath permitted trade and forbidden Riba’’. 

4 At the same time that the consumer-wealth owner is encouraged to 
(at least) maintain the level of his wealth by increasing his saving (invest- 
ment), the distribution of Zakat increases the disposable income of the 
recipients, thus raising their consumption, 1.e., the system provides for an 
increase in output (resulting from the attachment of the decision of saving 
to the decision of investment) and an increase in aggregate demand at the 
same time. 

5. The Islamic system secures larger resources for growth and develop- 
ment than can otherwise be done. This is achieved by the automatic forces 
of the system even without any deliberate economic policy. 

6. The system mobilises non-active wealth by dissolving and reintro- 
ducing it into the economic circuit. 

7. The system puts the hand of the economic policy on a big portion of 
the society’s output. Zakat has to be collected and distributed every year, 
giving the economic authority, through the Zakat Fund a hand in in- 
fluencing the trends of economic activity as well as its level through proper 
administration of the Zakat Fund. 

8. This study has also shown the significance of Zakdadt as a tax on the 
accumulated net worth rather than a tax on income alone. Although it did 
not discuss the distributive effects of Zakat or its role with regard to social 
welfare, the study has proved that this kind of tax plays an important role 
in the functioning of the Islamic system, even as an incentive for investment. 

At the end, I must admit that this paper does not tackle the issue of a 
fiscal and financial system in Islam. That is to say that this paper does not 


attempt to claim that there must be no other taxes but Zakat. 


Notes 
1 Weber, Max, The Protestant Ethic and the Spirit of Capitalism (New York: Charles 


Scribner’ s Sons, 1958), first published in German 1904-5, p. 76. 
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2 Ibid., p. 52. in the following saying of the Prophet: “A believer does never reach saturation of 
3 Shows, E. Warren and Burton, Robert H., Macroeconomics (Massachusetts D | good till he reaches his end, Heaven’”’. 
Heath and Company, 1972), pp. 49-88. : 20 Final spending is defined later. 

4. Sremuilin, S., “Fifty years of Social Progress in the USSR”’, Voprosy Ekonom) 21 The Islamic injunction in this regard is that one should not be avaricious. If one is 
1969 No. II translated in “Problems of Economics”, 8 (June 1970 | rich, one should enjoy a higher level of spending on one’s material wants and on the 
“Natural Resource Evaluation”, “Problems of Economics” 10 (April | 96% prosperity of one’s lifeafter. Looking through the social history of Islam, you may 

5S Andorka, R., Mikromodellek (Micromodels). (Budapest: Kozgazdasaries Jog § find many applications of this injunction. For example, Abi Hanifa used to enjoy 
Konyykiado, 1970), Reviewed in Acta Economica 7 No. 2, 1971, pp. 239-24 good clothing; and ‘Abdullah Ibn Al-Mubdarak used to pray to Allah asking Him 

6 Weber, Max, ibid., p. 76. to give him richness, and he was a big spender on charity. 

7 In this regard, the Qur'an talks about the enjoyment in the lifeafter in so ma 22 This isa problem in i to n commodities and j to m ways of spending for the sake of 
verses that any specific quotation is useless. However, there are several verses | Allah. Money prices of the n commodities are assumed known. The subjective 
Al-Qur’an that refer to the measurability and the comparability of the postpone prices of the m ways are determined by three factors: First, the objective weights 
and immediate effects. For example, verse 261 of Sirah 2 says: “The parable given to the j way in the Islamic teaching, and their weight in relation to the i 
those who spend their Mdi/ in the way of Allah is that of a grain, it groweth seve commodity; second, the capitalisation period of the lifeafter’s enjoyment; and third, 

ears, and each ear hath a hundred grains. Allah giveth manifold increase [0 whom | the degree of religious consciousness of the individual consumer. For example, 
He pleaseth, and Allah careth of all and He knoweth all things”. while Muslims were preparing for the battle of Tabik, ’Uthman preferred to give 

8 Among a good number of Sayings of the Prophet and verses of the Qur'an, one away for Jihad all his newly imported business; at the same time he was offered 

erent. The double or triple of his cost as profit. He did that on the ground that he had a better 


offer, ten times. He was referring to verse 161 in Sarah 6 of Al-Qur’an. In this 


impressingly amazing as an extreme example of communa! imr 
example, the capitalisation period was zero for ’Uthman and the level of religious 


Prophet (peace be upon him) is reported as saying: “If the Day of Judg 
come to one of you while he has a smal! plant in his hand, he should plant ' F 
9 The Qur'an gives a detailed example of the Islamic view on the relation betweer consciousness was very high; consequently, the subjective price of spending for 
success and riches in the story of “the owner of the two gardens” in Surah |§ Jihad was equal to its objective relative weight given in Al-Qur’an. 
verses 32-44. 23 The Prophet is reported advising his companion Sa’d ‘‘you better leave your heirs 
10 Verse 15 in Sarah 67 reads: “It is He who has made the earth manageable Ou rich than leaving them poor and dependent on asking other people’’. Narrated by 
shes you Al-Bukhari and Muslim. 


24 See the saying of the Prophet mentioned in footnote 19. 
25 These are mentioned in Surah 9 verse 61 in the Qur’an, as follows: 
“Poor, needy, employees of the Fund of Zakdar, those whose hearts have been 
recently reconciled, those in bondage and in debt, in the Cause of Allah, and 


so traverse ye through its tracts and enjoy of the sustenance which He fu 
but unto Him is the resurrection”. 

11 The Prophet is reported as saying: “Verily, Allah likes you, when you r 
thing, to make it with perfection’’. Narrated by Al-Baihaqi. 


12 The Prophet is reported as objecting to the act of abstention from the lawfiu 4: 
ment of material living. wayfarer. Phe ey 
13. The Qur'an emphasised efficiency in several verses, such as “And those foren 26 The terms used here do not bear the same contents as in jurists’ literature. The 
ies the het definitions given above suit better the analysis in this paper. 
27 The distribution of the net income of the firm (project) between Mugdarid and the 


will be foremost.” Thus giving efficiency a religious content that touc 
of the believer. Additionally, the Prophet is reported asking Allah: * d pr | : : 
me from deficiency (or inaptitude) and laziness, . . ."" Narrated by Al-Hakim and | entrepreneur 1s outside the scope of this paper. However, something must be 

mentioned about it in order to remove the confusion which may arise about the 
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Al-Baihagi. Additionally, Islam prescribes five prayers in a day, as if | . a : NenSt : : 
that a day is a very long period that must be calculated by hours and minutes working of the system. In the capitalist theory of income distribution, input markets 

14 Muhammad Nejatullah Siddiqui; Some Aspects of the Islamic Econon determine the share of inputs, capital and Jabour. These are considered as costs of 
Markazi Maktaba Islami, 1972), p. 19. production. Similarly, the commodity market determines the prices of output. The ~ 

15 The Qur'an classifies spending (and not Md/ itself) as an act of goodness or: share of the entrepreneur, profit, is simply the residual; i.e., the difference between 
of evil in Sarah 2 verse 265 and Surah 3 verse 117. total revenue and total cost. : 

16 The Prophet (peace be upon him) is reported as saying: ‘‘Poverty is almost dis In the Islamic theory, this is not exactly so. The cost of labour is determined in 
belief”. Also with respect to showing His bounty upon the Prophet Muhammad the factor market; but since interest is prohibited the cost of labour equals total 
Allah asked: “Did He not find thee an orphan and give thee shelter, and He found cost of production in a simplified two-factor model. The difference between total 
thee wandering and gave thee guidance, and He found thee in need and made thee cost and total revenue is distributed between the entrepreneur and Mugarid. This 
rich”. Sarah 93, verses 6-8. is achieved in Qirdd market, where the entrepreneur and Muqdarid meet. Figure 2 

17 Narrated by Al-Bukhari in Al-Adab Al-Mufrad. meg ae Bea teiieh vertical OIE ees enii percentage of pers: Micon of 

18 The Proohet son 3 are, 66 + vate -TC) w Is given to Mugarid. is percentage ts the rate of pro- 

phet (peace be upon him) ts reported as saying: ‘*You don’t really posses: Theiheiconta) axis ures the flow: of (Oirad funds,lices netlinvert t. 

The supply of Qirdd funds is a function of consumer preferences as well as the 


y (Delt 


your Mal but that you eat and use up, that you dress and wear up, and that you 
spend on charity and preserve (for the lifeafter)"’. Narrated by Muslim and Ahmad : : 
19 Maximisation or making the best out of limited resources is an Islamic concep profishare rate and the expected rate of return on projects. At a higher rate of 
profishare, the supply of investment rises, indicating that the supply curve is upward 


emphasised in many sayings of the Prophet. Generally, the idea of maximisation s : 4 L asa 
related to the belief in the upcoming Judgement and the consideration of this sloping to the right. A change in consumer preferences toward more saving implies 
an upward shift in the supply of investment and a rise in the expected rate of return 


= 
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CHAPTER THREE 


Rate of 
profit-share S 


Some Conceptual and 
| Practical Aspects of 
Interest-Free Banking 


| 
| Dr. Muhammad Uzair* 


BANKING is an important financial intermediary and vital institution in 
Investment the economic structure of any country. It mobilises savings and idle funds 
in an economy and makes them available to those who can make better and 
fuller use of them. In this way, banking effects a re-allocation of the capital 
funds, Besides this main function, the banking system makes possible a 
most convenient method of making payments through chequing facilities, 


Figure 2 


. 
7 
Pom) 
—" 
ee eee 


The demand for investment is a function of the rate of profishare, | 
rate of return of the project (i.e., the rate of net income to total investme: 


entrepreneurial skills. At a higher rate of return on the project, the demand cur and renders many other subsidiary services. An important question that 
shifts upward whereas an increase in the entreprenurial skills, say by an exogenou agitates the minds of those who think on Islamic economics, whether pro- 
naa z ipyentions shifts De ae Curve fon d noe : fnereascs “ic | _ ponents or critics, is the feasibility of interest-free banking. It is proposed 
eee te OPC OF tne Cemand Curve to discuss here, briefly, certain conceptual and practical aspects of the 
negative because at higher rate of profishare the desire of the entrepreneur to mak 
new ventures declines. The entrepreneurial skills affect the demand for investmen’ Issue, we f : 
through the capital-entrepreneurship ratio. At the very outset it is desirable to lay down the axioms or assumptions 
It must be noted that this market only determines the shares of Mugarid and the for the following discussion. The first axiom is that interest in all its forms 


is prohibited by the Holy Qur’an. This also implies that there is no room or 
justification to introduce various interpretations on the term Riba as has 
been attempted by some scholars. The second axiom is that the Muslim 
society in an Islamic State is genuinely interested in eliminating Riba and 
the supply and demand rather than being left as a residual. However, the fu sincerely desires to introduce a system of interest-free banking, not as a 
implications of changing the share of capital, from being considered a | supplement to, but as a substitute for the prevalent system of banking. 


entrepreneur in the net income of the firm; but it does not determine the rates or = 
production to becoming a percentage of net income, still have ce be InvVes = This means that the members of the society and the State are not only 


return or investment or on entrepreneurial skills. To determine these 
return, we need to know the rate of return on the project. One result « ' 

of Qirdad market in the Islamic theory is that it makes the share of ey entrepreneu 
profit (as well as the share of Mugdrid) deterministic through the func! 


interested in making the change, but are prepared to bear the inconvenience 
and the difficulties that would be unavoidable in the transitionary phase of 
the changeover. These two axioms have been mentioned in the beginning 
because it is not only a scientific system of analysis and writing according 
to research techniques, but is also the approach of the Holy Qur’an itself. 


*Dr. Muhammad Uzair, Consultant, Investment Corporation of Pakistan, is amongst 
the pioneers of Ribd-free banking. He has also served as Professor of Economics, 
University of Karachi; Director, Institute of Business Administration, Karachi; and 
Member, Monopoly Commission, Govt. of Pakistan. 
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In the very beginning of the Holy Book, preconditions have been laid doy, 
regarding the people who are likely to emeht from the guidance, fron h 
code of life, given in the Qur’an. 


importance of technology thus has to be recognised as a factor of pro- 
duction and assuming that this factor remains constant means laying down 
an assumption which is not relevant to the facts of practical life. 

The postulate of combining capital with enterprise is conceptually not 


I. Redefining the Factors of Production 

In the light of the above-mentioned axioms, let us now look at the neal too difficult to reconcile. The definition of the term ““interest’’ in the 
to modify the conceptual framework of economics to suit the requiremes 1) ne literature has already been broken down into two parts on a 
of Islamic economics. The beginning will have to be made by redefining iy : pares 95 eee Sorento = 
factors of production. Megat ae ee 

A postulate which is essential for the analytical framework of Islan recovery and oe ee eg distinction ae ger cena beter 
economics is that capital as a separate factor of production does not eyjy rece eae Sater f eee eae Sa pee 
but is a part of another factor of production, namely enterprise. Thy nia niles tae “ate sabe + ool between capital and engan 

b d ¥ SO2 Ps ; - . - - 

means in essence redefining the term “‘enterprise”’ in a broader way s as pride! Moreover! tiiefiosmationtof large corporations and companies with 


include “capital” as a part thereof. This, it may be mentioned, | a Jarge number of shareholders — sometimes more than a million — and the 
cificult to recone e egene ceconological change institution of raising share capital of joint stock companies from the general 
methods of production, the definitions of other factors of production ha public have tended to combine the functions of enterprise and capital in 
also gone through changes. Land, for example, does not mean land "tt! the same persons. Entrepreneurs, therefore, are not only the small number 
limited sense any more, but for all practical purposes land today § of promoters who conceive and initiate a particular project but also the 
synonymous with the term “natural resources’. Similarly, the ‘| Jarge number of shareholders who join the sponsors or promoters and also 
“labour” has become wider, to include not only the industria! worker become entrepreneurs. All that these large number of entrepreneurs are 
the limited sense, but white-collared personnel, as well as the manageng} doing is to provide capital, or more precisely “‘risk capital’? and agreeing to 
personnel in any productive unit. Thus, for all practical purposes the tem§ accept the return or profit on their investment which is not predetermined 
‘labour’ now denotes all “human resources’. Moreover, considering thi Bap has some uncertainty regarding the rate of dividend likely to be 
modern methods of production, along with an assessment of the qualitaiy))” geclared, and be mentally prepared for the extreme possibility of not 
process of production, suggests the need for considering technology asaf receiving any dividends if the performance of the company or the project is 
important factor of production. Technology plays its role whenever ther not nearly as satisfactory and fruitful as was anticipated by the people who 
is a relationship between natural resources and human resources. The pe) gubseribed to the share capital. 

duction resulting from a combination of natural and human resourcess) ‘With the passage of time the concept or definition of a bank has also 
also determined by technology. It needs no proof or effort to establish tht)” undergone many changes. The modern-day banks are no longer operating 
given the same inputs of natural and human resources the quality o! tx) on the classical lines of commercial banking, namely short term loans of 90 
“enterprise” factor and the quality of the “technology” factor will leadu) days in the nature of “self-liquidating”’ loans or bills. The classical concept 
different outputs in two productivity units, or indeed in two differs) of a commercial bank as providing only short term capital for three 
countries. In the text books of economics one finds that whenever theres) months has undergone changes. The modern banks, not only in developed 
a discussion of economic laws, such as the law of diminishing marginale countries but also in developing countries, are engaging themselves in a 
utility or the law of diminishing marginal returns, a qualification is mee! big way in financing industries and agriculture. This financing, moreover, 
tioned that the quality of the commodities and the inputs respective) isnot confined to Short term capital but includes credit facilities to help in 
remain the same or unchanged. However, in practical life we find tw) acquisition of fixed assets for intermediate terms as well as long terms of 
except in a very primitive society things do not remain the same and tk) maturity. Thus, the distinction between commercial banks and develop- 
qualities of commodities or inputs invariably change over a reasonat! ment banks is fast disappearing because of the structural changes in the 
span of time. This in other words means that in the present day, teh) economic activities of most of the countries. Commerce is no longer the 
nology has become such an important factor that the quality of produc most important sector for the banks. The relative importance of this 
and the quality of the natural resources, as well as the quality of it) Sector has declined in all countries, including the developing countries. 
human resources applied, always change with the passage of time, exc), Similarly, the investment operations regarding the earning assets of the 
perhaps in a very short run or at one point of time in a limited sense. Tt banks have increased. Investments by banks are not confined to short 
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term treasury bills or even long term government bonds bearing jntp, 


Commercial banks have started making investments in the equity shares, 
enterprises, so enabling the banks to collect dividends on those shar. 
Thus, it will be noticed that the water-tight compartmentalisatio, § 
commercial banks and investment banks is also disappearing gradually , § 
brief the commercial banks are moving from purely commercial ban}. § 
to development and investment banking, thus getting used to examin fl 
carefully the profitability of the projects or the scripts in which they 
their funds. Scientific financial and credit analysis are in practice in 4q| tel 


Ty? 


point of view to shift from interest-earning bodies to pr t-sharing » 
dividend-receiving bodies. 


good banks, Thus, the banks should not find it difficult from a practig§ 


II. Flaws in the Theory of Interest 

The theory of interest has always been a very difficult area in econom§ 
literature. The application of a marginal productivity approach has pf 
been found to be very helpful in the case of interest. Complex explanatig 
have been attempted to explain the rationale of charging interest, the mf 


of interest and the supply of capital funds. Some of the explanations whi 


have been given are: (a) Time Preference Theory, (b) Abstinence Theon§ 
and (c) Liquidity Preference Theory. 
The most formidable treatment of the theory of interest has been give 
by Austrian economist Bohm-Bawerk-. He tried to explain the rationale gi 
interest and the rate of interest in terms of time preference, namely tl 
concept of technical superiority of present over future. This implies that; 
average person prefers present over future and if he is required tof 
the present comfort or use of his funds, he is entitled to some remuneratig 
known as _nterest. However, the explanation of capital formation 1s root 
in the “roundaboutness” of the method of production. : 
This complex concept takes us to a primitive society, and an explanatig 
of capital is given in terms of “physical capital’’ formation, or to be mogj 
exact, accumulation of “capital goods”. Naturally, an explanation of hh 
origin of accumulation of capital goods cannot be used to explain capi 


formation and allied rationale for charging interest in a period when calf 
who trem 


capital or “capital funds” are used. Moreover, Bohm-Bawerk 
to offer a counter-thesis to the concept of Karl Marx — by emphasising tig 


roundaboutness of production ends up with an explanation of capi} 


formation in terms of primitive capital which in turn brings his thesis ver 
near to the labour theory of value expounded by Marx. 

Similarly, the concept of abstinence given by some other thinkers 
untenable in the present society. In the practical life of today, we done 


see any abstinence on the part of those who provide the bulk of the saving 


or the capital funds. This can perhaps be possible in a very primitit 


society where the government may force the people to save, thus causingaly 
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abstinence or sacrifice on the part of those who save, providing capital 
funds, thus entitling them to a reward for the abstinence or the sacrifice in 
the form of an interest payment. The concept of ‘“‘forced saving’’ of the 
modern variation is even less applicable in the case of a saving process 
making available the capital funds and justifying the payment of interest 
thereon. 

The Keynesian concept of “liquidity preference’’ as a justification or 

rationale of interest on the supply side is accompanied by a concept of 
marginal efficiency of capital on the demand side. In the Keynesian frame- 
work these two concepts determine the rate of interest. The determination 
of interest by liquidity preference is not exactly the same thing as deter- 
mination of interest by supply of savings or investible funds. However, 
doubt has been expressed about the validity of this explanation. It has not 
been established whether the supply of liquid funds or savings in general 
are determined by the rate of interest, though they may be partially affected 
by that phenomenon.’ Thus we find that economists have been hard put to 
explain the rationale of interest and the rate of interest. 

Perhaps the theory of interest 1s the least clear part of the entire economic 
theory. This is so because an effort has been made to explain something 
which is difficult to justify. Those who have tried to give some rationale, 
taking into account and criticising other theories and explanations had 
ultimately to use the concept of opportunity cost. The rate of interest 
according to them consists of three parts: (a) the basic interest rate, 
(b) a risk premium, and (c) administrative costs involved in the lending 
process. The combination of the first two components, namely the basic 
rate and the risk premium constitute the opportunity cost.2 However, no 
valid and sound explanation has been given regarding the basic rate itself. 
The basic or the minimum rate has been taken as the rate of interest 
charged by the government on their securities which have practically no 
risk of non-recovery. 

The basic rate of interest or the opportunity cost has been identified as 
the government rate of interest on its securities wherein no risk is involved. 
This is hardly a satisfactory conceptual explanation. This rate paid by the 
government is an arbitrary decision, and a constant rather than a variable 
explained in the normal economic powers. 

Another practical difficulty in explaining the rationale of interest and its 
rate is the fact that capital funds actually used for investment purposes 
come from different sources. On an ex post facto basis the total investment 
and the total saving are supposed to be equal not only in the Keynesian 
framework but also in the analysis of those who partially differ with 
Keynes. However, on ex ante basis the investment and savings may not be 
equal according to the economists. The difference is because of the fact that 
investment is supposed to be the function of the entrepreneur, while 
saving the supply of capital is the function of the capitalist or the saver. 
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For the economy as a whole, though, what really matters is investment, 
the saving actually used. Thus the real thing of significance is the cai (a) Unlike other factors of production, capital is itself the pen a 
funds. The courses of supply of capital funds in the present-day CCONOm, prod ied eee cosueeammenns| Of procuction. This does: no 
are various: apply to other factors like land, labour and enterprise. — 
(b) The origin of capital, and the accompanying justification for its 
aS . remuneration, are derived from the accumulation of physical 
Wt. : - . - =... : 
©) Tie mot portant sours forthe nol ol cvs" fn] | Goel gods ina primitive society. However, the same 
: ; ; ee agra ‘ justification for reward or remuneration Is applied to cash capital or 
built by various pr oductive units. In many advanced coun capital funds. This is a unique treatment and creates confusion. 
retained earnings constitute more than half of the additional fung} (c) Factors of production other than capital lose some degree of pro- 
required. This portion of available capital funds naturally 1s ng§ ductivity and utility with the passage of time. While other factors of 
determined by the rate of interest but ts a function of other variablg production wear out or depreciate with usage, capital in the sense of 
such as possible uses and expected rate of return on the investib, “cash capital” as different from “‘physical capital’? does not wear 
funds accumulated in the form of retained earnings by the corporg, out or lose its value over time. 
tions and companies. , (d) While in the case of other factors of production, there is always 
(b) Capital funds made available and used in the form of equity invey.§ some unavoidable difference in quality between one unit and the 
ment, namely new investment in shares issued by various productiy J other units, capital in the sense of ‘‘cash capital” is of uniform 
units or companies. At present, with joint stock companies 4s th§ quality as far as various units are concerned. 
typical form of business ownership and organisation, an importan§ 
and significant part of total capital funds, and utilisation of saving These differences between capital and other factors of production 
of the people, takes this shape. naturally rais€ a question as to whether the capital is a factor of prod uction 
(c) Capital funds available in the form of lending on the basis of§ at all, or is it only a tool or means for another factor of production, 
interest. This shape or form of savings may be used in governmey | namely enterprise. It is Known that pre-enterprise in the sense of enterprise 
securities, debentures or bonds of the private sector, and deposits), Without having some capital along with it, does not exist in practical life. 
eee, ___ This means that there are capital funds available in two forms and in two 
__ manners, namely capital which goes automatically with enterprise, usually 
Looking at these three alternative sources of supply of capital funds omy) AMOWMIaS the “risk capital”, and the pure capital or credit which is 
available at a certain rate of interest. Logically, therefore, capital should be 


is bound to realise that at present, two out of these three alternative sourcg § Sa EORE ; 

of capital funds originate without any consideration of interest. One find merged wit u SUA CLOT: O production known as enterprise. 

that the bulk of the total capital funds take the shape of equity investmen The separation of enterprise and capital has created not only conceptual 
: problems but has caused practical problems in the operation of the 


in one form or the other. This development, therefore, leads us to Justi Rese ie pee f 4 F 
the merging of the two factors of production, namely enterprise and capita ean ane ape ie aaa 7 AON SS OMA SCTET CL Sey LS the 
into one single factor. Thus consequent elimination of interest as a forma pbs ln LESSEN MS pes Pee nOrD 1 an OVET INN eS eo aor under- 

investment of ‘cash capital’ in the economy. The lack of synchronisation 


reward for capital is justified for two reasons: Firstly, that conceptually a} ie : qj : Badin Pat bi 

sound and correct explanation of interest as a remuneration has not bef ice Cx ane Dasis Nas Created Une) pre es 

possible by the economists who have thought little on the subject] Through the borrowed capital, which has no relationship with the volun- 

Secondly, looking at the practical operation of the present-day economy} lary see there is alway athe possibility of bg tal LTTE resulting a 

we know that the sharp line of distinction between capital as a factor df HAck’@ synchronisation between saving and TNS Hayek, a leading 
proponent of the monetary theory of trade cycles, points out:* 


production, and enterprise as a factor of production, is not tenable, asilf 
would be in a primitive society where everything can be explained in term} “Nobody has ever asked them to pursue a policy other than that 
of labour theory, as done by Karl Marx. : which, as we have seen, gives rise to cyclical fluctuations; and it is not 
Under the present analytical framework of modern economic theory} within their power to do away with some fluctuations, seeing that the 
capital is a factor of production entirely different from all other factors d latter originate not from the policy but from the very nature of the 
modern organisation of credit. So long as we make use of bank credit 


production. The differences between the characteristics of capital and] 
other factors are: as a means of furthering economic development, we shall have to put 
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up with the resulting trade cycles. They are in a sense the price we py 
for a speed of development exceeding that which people voluntarily, 
make possible through their savings and which, therefore has to be 
extorted from them.”’ 


Thus, if capital is merged with the factor of enterprise, over-expectatiog, 
and, therefore, over-expansion of credit can be eliminated. The defects o 
the banking system on a credit basis, pointed out by Hayek, can be over. 
come if the banking business is reorganised in such a manner that capital 
and enterprise move together. If there is this merger of capital with enter. 
prise, the possibilities of over-expansion of credit will also be eliminated 
This means that all capital becomes “risk capital’’, or a part of enterprise 
The decisions of the members of entrepreneura! groups wil! then not be jp 
a vacuum and on a presumption that bank credit will be available on, 
contractual basis and at a rate of interest which is substantially lower thay 
the rate of profit. If banking business is reorganised in such a manner tha 
the depositors interested in earning some income on their deposits ay 
required to share the profit and loss with the users of the capital funds o 
the entrepreneurs, a better equilibrium will emerge and a more harmonioys 
relationship between ex ante savings and investment will be possible. 


III. Basis of Interest-Free Banking in an Islamic Framework 
We have seen earlier that capital is an instrument of enterprise both 
from a conceptual point of view and from a practical point of view. We 
will now have a look at the conceptual basis of interest-free banking in the 
framework of Islamic tenets. As mentioned in the beginning, we start from 
an axiom or assumption that “interest” as a form of payment for use of 
capital funds is prohibited. The Holy Qur’an ordains the prohibition of 
*tinterest’’ (Riba) at least five times in the second Surah. This prohibitionof 
interest has been put as (i) Madness (Takhabbut), (ii) a thing God wants tp 
“destroy”’ (Mahqg), (iii) a thing which if not abandoned deserves a “war" 
(Harb) from God, (iv) a thing which is anti-thesis of faith (/man) or in 
other words infidelity (Ku/r), and (v) a thing if persisted in which calls for 
permanent abode in hell (Khuldd fin-Nar). These aspects of Riba, as iti 
looked upon in the Qur’an,* have been mentioned only as examples. 

As interest is prohibited for all purposes and in all its forms as far as the 
Islamic framework of thought is concerned, we have to look for guidane 
for a system of banking which is in consonance with Islam. The conceptud 
basis for a better banking system even according to general economit 
theory would be the one wherein capital is a part or partner or instrument 
of the factor of production known as enterprise. Thus, we have to look it 
Islamic literature for a permissible form of business relationship betweet 


those who provide capital funds and those who use the same, on the basi 


of sharing profit or loss as the case may be. In this connection we find: 
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business. The user gets, according to conditions, some specif 
proportion of the profit, i.e. any proportion they agree, one third, 
one fourth or even one half.”’ | 


The two above-mentioned extracts from leading jurists of Islam Indicate 
the legality of a partnership between the saver, or the supplier of the gay | 
ings, and the user of the savings or the investors. Before we proceed furthe 
it may be mentioned that the term “user of capital’’ as used in the aboy 
quotations does not mean only physical worker or labourer in the limite 
sense but would include entrepreneur or the person who uses the jp. 
vestable fund according to his abilities, experience, and expertise, Thy 
difference between society of that particular type and the present-day 
business framework explains the reason why the user of capital would noy 
include the entrepreneur rather than workers or labourers alone. Mor. 
Over, even in those days some of the users of capital were not workers gy 
labourers in the limited sense but were businessmen who used the capjtg) 
for actual investment purposes. Thus the contract or the arrangement of 
Mudarabah or Mugaradah is actually an arrangement of partnership q 
profit sharing between the supplier of capital and the user of capital why 
work together as partners and share the profit or loss as the case may be 
This is in brief the foundation of partnership between capital and enter. 
prise in the Islamic framework. 

We have now to apply the above-mentioned principles of partnership 
between capital and enterprise in the field of banking. It may be mentione 
that in the case of interest-free banking in an Islamic Society there will 
three parties: (1) The actual user of capital or entrepreneur; (2) The bank 
which serves as a partial user of the capital funds and as an intermediay 
link; and (3) The supplier of savings or capital funds, i.e. depositors in the 
bank. Thus, there is a triangular relationship between the actual! entre 
preneurs, the banks, and the depositors. One tier of Mudarabah partner 
ship will be between the depositors and the bank; and the other tier will k 
between the bank and the ultimate or actual user of the fund or the entre. 
preneur. There may be for example an arrangement that the entrepreneur 

(or the borrower in the present-day banking system) and the bank would 
share the profit in a ratio of 50 per cent each, or 60 per cent for the 
entrepreneur and 40 per cent for the bank, or any such ratio which may & 
agreed upon between themselves may be regulated by the government of 
the central bank. Similarly, there will be an arrangement between the bank 
and the supplier of capital (depositors in the present banking system) for 
sharing the profit in the ratio of 50 per cent each or 60 per cent for the bank 
and 40 per cent for the supplier of capital funds or the depositors. This ma) 
seem at first sight to be a complex arrangement, but once the system ss 
introduced and begins to operate in practical life, it will become a 
mechanical and routine as the present-day system wherein banks charge! 
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nteres Vt 
We will now turn to discuss the operational aspects of interestp_ ni 
banking. * nent mot : 
precautionary moO 

IV. Structure of Banking Business yn the other hand are peop 

Having discussed the basis and character of long-term loans in Islam, ese depositors is saving for a 
banking we have to analyse the practical structure of banking operations he secondary motiv 
interest-free banking. In this connection let us first discuss briefly jh, ative”. The people in this 
deposits of various categories in a commercial bank under any system, ang -ount instea ead of ia -urre! 
then see how things would stand in an interest-free banking system. Ty ttle income on It ( 
analysis will be based on an approach of sources and uses of fun 1€ banks. The bank ‘s inve: 
namely inflow of deposits and the generation of earning assets therefrog Bane SO} cI 
In the analysis of deposit types, we can also use the Keynesian approagh : Peas 
of *“‘motives”’ of “liquidity preference” and savings. The deposits in com. ait the 1 
mercial banks are of three broad categories, namely: (a) Fixed Deposits, ; c | * 
Time Deposits, (b) Savings Bank Account Deposits, and (c) Currey ae Lakes 


Account Deposits. The motives of the deposits and depositors in the thr 
categories are different. 

The motives of the depositors in the first category, namely fixed deposi 
is “investment motive” or “finance motive’’, that is to earn on the id 


Be, on thes 


ory BARE to ean ite ee 


funds some income during the period that they themselves do not utili ee d not pa nay eautntopinitent a i Sp 
those funds in their normal business operations. In the changed frameworf rework - the aay jailable > with fe apie vehi ee 
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We will now turn to discuss the operational aspects of INLET StS 
banking. | 


IV. Structure of Banking Business 

Having discussed the basis and character of long-term loans in Islamig 
banking we have to analyse the practical structure of banking Operations jg) 
interest-free banking. In this connection let us first discuss briefly jf, 
deposits of various categories in a commercial bank under any system, ang 
then see how things would stand in an interest-free banking system. Thy 
analysis will be based on an approach of sources and uses of fund 
namely inflow of deposits and the generation of earning assets therefrom 
In the analysis of deposit types, we can also use the Keynesian approagh 
of ““motives” of “liquidity preference”’ and savings. The deposits in com, 
mercial banks are of three broad categories, namely: (a) Fixed Deposits» 
Time Deposits, (b) Savings Bank Account Deposits, and (c) Currey 
Account Deposits. The motives of the deposits and depositors in the thr 
categories are different. 

The motives of the depositors in the first category, namely fixed deposi 
is “investment motive” or “finance motive’, that is to earn on the idk 
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interest-free banking. In case of excess demand for loans, part of the fund 
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depositors in this category. 
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If, however, the banks still have some excess liquidity - after tay; 
consideration the cash resources and compulsory liquidity requir th 
central bank — they can make use of the funds in this categor, ford : 
near cash items like government treasury bills, of course without in 
Even in the present situation the interest on treasury bills is Very ng 
and a changeover from the present system to the interest-free 4. 
system will not involve any serious problem. Inter-bank lending op P . 
term can also be made out of the excess liquidity in this Calepon | 
deposits. ” 

In the light of the above picture of the structure of banking wi 
interest, the financial viability and operational feasibility can 3 
clearly. With the help of this outline a Balance Sheet (or position state, 
and a Profit and Loss Account (or Income Statement) can be easily 
up to show that the banking operations can be as smooth and profitay, 
an interest-free system as in the present one. The discussion, it is hy. 
would be convincing not only for economists but also for the pray 
bankers. 


V. Some unresolved Practical Problems | 
After discussing the overall structure of banking, let us look, in gre 
detail, at some practical problems which agitate the minds of student 


critics of interest-free banking. 


(a) Short-Term Credit 

An important unresolved question in the literature on interest 
banking is that of very short-term loans. We know for a fact that ingy 
of the structural changes that have taken place in the banking businegy 
important segment of its activities is the provision of short-term loan 

. Sometimes these short-term loans may be for a period of m 

less than three months or the classical 90 days transactions. : 

A genuine question arises as to how can the banks be rewarded or 
munerated for these short-term loans for which the determination off 
is impracticable and even irrelevant. It has been argued by some wnie 
that this should be a free service which the banks provide to their cliem 
This, however, does not seem to be a very realistic approach to the pr& 
lem. We have to prove the feasibility and viability of the interest 
banking system as a business institution rather than a relief organisatim 
Any assistance by a bank to any party involves incurring certain costs{e 
which a bank, being a business institution, has to be compensated. hk 
solution for this problem has to be found on business lines rather thane 
goodwill gesture from a partner. Moreover, there is no denying the k 
that the party which borrows for a short-term period is going to put 
borrowed funds to some use from which certain earnings can be, 8 
usually are, derived. The bank has a right to share in the same with 
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If, however, the banks still have some excess liquidity — after tak;,, 


consideration the cash resources and compulsory liquidity requireg ©: 
central bank — they can make use of the funds in this category for h,), 


near cash items like government treasury bills, of course without jnjp,,} 


Even in the present situation the interest on treasury bills is very nop 
and a changeover from the present system to the interest-free bap), 
system will not involve any serious problem. Inter-bank lending ona, 
term can also be made out of the excess liquidity in this categon, 
deposits. | 

In the light of the above picture of the structure of banking wit 
interest, the financial viability and operational feasibility can be y 
clearly. With the help of this outline a Balance Sheet (or position stateme 
and a Profit and Loss Account (or Income Statement) can be easily dra 
up to show that the banking operations can be as smooth and profitable; 
an interest-free system as in the present one. The discussion, it 1s hopy 
would be convincing not only for economists but also for the practiy 
bankers. 


V. Some unresolved Practical Problems 
After discussing the overall structure of banking, let us look, in grealy 


detail, at some practical problems which agitate the minds of sti 
critics of interest-free banking. 


(a) Short-Term Credit 
An important unresolved question in the literature on interest-fg} 
banking is that of very short-term loans. We know for a fact that in spg| 
of the structural changes that have taken place in the banking busines al 
important segment of its activities is the provision of short-term loans 
overdrafts. Sometimes these short-term loans may be for a period of mug 
less than three months or the classical 90 days transactions. | 
A genuine question arises as to how can the banks be rewarded or n 
munerated for these short-term loans for which the determination ol proj; 
is impracticable and even irrelevant. It has been argued by some writen 
that this should be a free service which the banks provide to their clienk) 
This, however, does not seem to be a very realistic approach to the prob 
lem. We have to prove the feasibility and viability of the interest-{t! 
banking system as a business institution rather than a relief organisatio) 
Any assistance by a bank to any party involves incurring certain costs{q) 
which a bank, being a business institution, has to be compensated. Th! 
solution for this problem has to be found on business lines rather than asi! 
goodwill gesture from a partner. Moreover, there is no denying the fat! 
that the party which borrows for a short-term period is going to putt! 


borrowed funds to some use from which certain earnings can be, atl’ 
usually are, derived. The bank has a right to share in the same with lh! 
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borrowing parties or the clients. Perhaps a realistic approach would be 
that the bank classifies these short-term loans into various categories. Let 
us have a look at the various categories of short-term loans and their 


respective treatment in interest-free banking. 


(1) Short-term loans for one year or aquarter thereof. This category would 
include loans for a period of three months, or a quarter of a year, up to one 
year. This period is adequate for determining the actual profitability of the 
funds used by the borrowing unit. Many firms draw up quarterly accounts 
for internal purposes of budget control and managerial efficiency. If this is 
done, or can be done by the borrowing firms the problem can be solved for 
the banks. Alternatively, the average annual rate of profitability for the 
borrowing firm can be used as a criterion for a quarterly period and can be 
applied for two to three quarters as the case may be. The annual rate of 
profitability of a particular borrowing party is known to a bank and can be 
determined very easily and, therefore, can be used in case it is not possible 
to determine specifically the actual return earned on the borrowed funds 
in as much as they become a part of total funds used by the borrowing 


party. 


(2) Short-term loans for one month to three months. For this period there 
are again two possibilities: 


(a) Either we can apply the annual rate of return criterion to the small 
fraction of a one year period, i.e. one month to three months; or 

(b) Wecan try to determine the specific rate of return on the borrowed 
funds. In case these short-term loans for one to six months maturity 
are obtained for the classical type of “‘self-liquidating”’ bills, namely 
financing the import or purchase of any particular goods such as 
spare parts, industrial raw material, and such other purposes, the 
specific profitability resulting from the additional funds can be 
determined without any difficulty. 


(3) Short-term loans for less than one month. Loans for a period of less 
than one month are usually meant for improving the liquidity position of 
the borrowing firm. In the cash management of the borrowing firm or 
persons, there may be some unavoidable difficulties of synchronisation of 
inflow and outflow of the cash resources, thus necessitating additional 
liquidity. With the passage of time the cash management of the borrowing 
parties or funds can be improved so as to minimise the need for borrowing 
funds for this purpose. To the extent, however, that this becomes unavoid- 
able for the borrowing firm, it can make use of the credit facilities from 
its bank. Since the nature of the problem is to supplement or improve the 
liquidity position rather than investment in the real sense, the criterion of 
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rate of return is neither relevant nor feasible. The bank can guard as we 
remunerate itself by doing two things: ‘ 


(a) There will have to be a “limit”’ on the amount or the standing “ 
of credit” or overdraft for the short-term liquidity requireme 
based on the average deposit balance or credit of the borrow; 
party for the entire year. ’ 

(b) The bank can compensate itself for the cost incurred on the trang 
action, that is first debiting the account of the borrowing party ay 
later crediting the account. For this purpose the bank can recovers 
“service charge” based on scientific lines. This service charge, oy, 
per transaction basis, will be different from interest because it yj 
not be tied down to the length of time within one month or tO th 
amount borrowed. Moreover, realising service charges is not pq 
for the banking business. 


(b) Consumer Credit 
Another unresolved issue in the context of interest-free banking is thy 
of consumer credit or non-productive credit, which has always been» 
unavoidable phenomenon in any kind of society. Mostly this phenomeng 
has been pertinent to the poor and the needy in the low income brackey 
The purpose has been mostly to meet certain unanticipated exigencies fy 
personal or family purposes. Today, however, the phenomenon of om 
sumer credit has gained a new dimension. Present-day consumer cre 
- is characterised by two phenomena. First, it is not confined to the pooray 
* the needy in the lower income groups but has become a practice » 
phenomenon for the middle class. Secondly, the purpose of consumg 
credit in the new context is not meant only to meet certain exigencies, bul 
a conscious and deliberate attempt to raise the standard of living, wheres 
consumer credit is required to finance the purchase of durable consume 
goods, house building, etc. Higher demand for consumer credit today, 
the result of a conscious and planned effort on the part of the produce 
and sellers of durable consumer goods. In other words the created demant 
for the newly developed durable consumer items has tempted the peopled 
the middle class to raise their standard of living in advance of high 
income expected in the future, or sometimes even without this expectation 
In the latter cases the repayment is made out of the salaries of the peop 
over a period of time. A question, therefore, arises as to what will beth 
solution of the problem of consumer credit in an interest-free bankix 
system. Aq 
The question of consumer credit can be examined on the basis of th 
different segments of population from which the demand for such creé! 
emanates. Let us first take the case of consumer credit for the low incom 
groups. The segment of population in this category might consist of tw 
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out of the residual fund available to them. The residual funds With 


banks may be in the Current Account deposits or Savings Bank deposipe: ; na . 

The banks can charge a small amount as service charges from the be ical and routine afte 

rowers in order to cover the administrative expenses involved i th uired dy the clien 

activity. | nd alli 

VI. Summary and Conclusions hort-term I 

The theory of interest is the weakest and the haziest part in the econom nks Can recover a 

theory. No proper explanation and no satisfactory interpretation i Y operat ons and tf 

available to explain the rationale of the present-day interest on capital perio ds bet iV commoner ; 

funds. The justification of payment for capital is usually based on accumy, ; © actual prontability « a 

lation of physical “capital goods” in a primitive society, which cannot orked out to serve as the iS 

justifiably applied to the present day “‘capital funds” or ‘‘cash capital age annual rate applicable to the 

Moreover, the existence of interest in its present form as a reward {fy an be applied. i his will resolve a ver 

capital has created problems in the economic operations in the indy ) 1 about the feasibility of the interest-fr 

trialised societies of today. According to many theorists, the recurreng eas yo Be > on 

of trade cycles and fluctuations in economic activities is explained by th ner credit, already there are doub 

phenomenon of interest and the operation of banking in its present form OTE I a aS ge 

From a conceptual point of view it is difficult to establish a justificatigy 3 or should the oon e be asked to live 

for separate existence of capital as a factor of production. It seem mextent, tne genuine demand eens nce 

desirable and pertinent that capital should be treated as a tool or instry of Dorrowing such as specialised agencies 

ment of enterprise, the dichotomy between enterprise and capital is Dorrowing fro m their employers, in the 

solved, and they jointly become one factor of production. This will mea : DEAIUSS 1D YEA! DEOCESSIONE mination Is 

that profit will be a reward for enterprise including capital. This will be DCR CreCAWINCHIMay Nave Lobe: met 
, neat and harmonious arrangement because the bulk of the capital in th sGirce loans,canibe made available iT 


© present-day economies of the world is made available in the form of ri 
_ capital or equity capital from the entrepreneur in one form or the other 
After merging capital as a part of enterprise and establishing profit y 
the only form of reward for the joint factors of production, the basis 
banking has also to be revised. Banks being the mobilisers of the saving 
or capital funds can serve as an intermediary link between the savers or the 
suppliers of the capital and the actual users of the funds or the entre 
preneurs. In the framework of interest-free banking, there will be: 
triangular relationship of the three. 

In the Islamic framework, interest-free banking can be run on the basi 
of Mudarabah or profit-sharing arrangement, between the suppliers of th 
capital and the users of the capital. There will be a two-tier arrangementd 
profit sharing between the entrepreneurs or the ultimate users of th 
investible fund and the banks and at the same time there will be a prot 
sharing arrangement between the banks and the depositors who are the 
Savers or suppliers of the funds. The percentage or ratio of the profi baie: 
sharing can be two-thirds for the users and one-third for the suppliers ; atte | 
the funds. The banks will thus get a share of one-third from the pro See re ae 

earned by the actual investors. Similarly, the depositors will get one-thitl 
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implementation is started. After all, insurance companies dea] ; in 
large numbers too. They determine and distribute their “bonus” » 
share of profits to a very large number of policy-holders who oy 
for “policies with profit”. With the facilities of computerisation 
now available to practically all the banks, there 1s hardly an 
problem in distribution of profits in place of interest. Moreove 
commercial banks in the present-day system of supposedly simple | 
operations, on the basis of interest, have also to go into comple 
computations. This is especially involved in calculation of interey 
for exact amount of balance and “number of days”’ on saving ban} 
deposits, as well as “overdraft” or “‘running credit”’. 

The outline of banking operations in a system free of interest hay 
been presented naturally in a skeleton form rather than in the form 

of a detailed scheme in view of the scope and limitation of the paper, 

Some readers may possibly point out that the operational! frame. 

work of banking operations in the above discussion has a greater 

orientation towards “investment banking” rather than “com. 

mercial banking”. This, however, would not be very correct 

Investment in shares or securities has been suggested only as one of 

the uses of funds or only a partial operation of banking ina 

interest-free system. Even in the present day system of banking 


Jap ce saa constitute usually 25 to 30 per cent of the total 
“earning assets” of a typical ““commercial bank’’. Moreover, the 


elimination of interest from banking — in an Islamic framework- 


inevitably involves the principle of “‘profit-sharing’’ or “‘equity. 
participation”. There may be some apparent resemblance with 
“investment banking”. This is not by accident but by design in view 
of the conceptual framework of banking in an interest-free system 
Every society and economic system is bound to have its own model 
and guidelines for detailed operations. To an outsider the form and 
operations of an institution in a new system may seem different 
from its counterpart in the present system; but this is the way it has 
to be. By the way of analogy it may be mentioned that combination 
of “economic motives” or the so-called “rational econome 
behaviour” with Islamic injunctions and value system is unavoid- 
able in an Islamic system distinguished from the present da) 
pattern in other systems. So is the case with other institutions such 
as system of government, philosophy of criminal laws, orientation 
of punishment, etc. Thus, any resemblance between ‘‘commercid 
banking” in an Islamic system with “‘investment banking” in the 
present-day Western system is understandable. In fact, it is becaus 
of the institution of “interest” that a dichotomy between commertidl 
banks and investment banks has developed in the modern capita: 
istic societies, exactly as “capital” has developed as a factor 
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place in many a case without the mediation of money. Samuelson, str. a 


this fact, adds that money “‘is an artificial social convention” .* Originay® | | ees 

people intend to exchange goods against goods, and utilise money , | alte Wie 

medium to facilitate this exchange. Yet, in barter, or direct €Xchans 7 pee x 

nobody concedes his goods to another person without getting some Pond! - OS SU ce 

in return. When money intervenes, the operation is split into two p, md ten let 

selling goods against money and buying goods against the with.’ i 

money. This split enables the money-holder to sit on the withheld mo, 

for any period he opts for without risk or cost — other things being eg," 1e. becau: >m ; 

The implication here is that by sitting on the proceeds of sales, the eXchan rinedteoodetnicel 

operation is interrupted and the function of exchange is suspended: yay Al Ur evainveyeat tert 

complete. To keep such proceeds is actually to bar somebody jp nge is expressed in terms of mone‘ 

society from selling his products, which is a violation of Samuelsop} Baidimensire foudilwaliese 

“*social contract’’. | | ification. all known standards of 
If this function of money is fully operative, i.e. whosoever exchanges jy. st money. The metre. the ton. the 

products against other products through the mediation of money Withoy : iat is measured by them. Yet 

an unnecessary time gap between selling and buying, most of the eCONO Me : neasure of value flows the practical 

discrepancies experienced in liberal economies could be eliminated, Hig, : t value, however constancy may 

hinted at this, stating that: many centuries of experience it 1 

‘““One of the advantages that is gotten from the use of money 1s that 3 icceeded in [ener AGIT ig IOr nhimsell a 


people do not have to pass it on immediately; they can choose ty 
time of their purchases to suit their convenience. If they use thy 


~ 


= inal P 45 = = 
—a a meotimrminc rr wmemeais 4 
malfunctioning of money a 


ili it i | attributes bestowed on money, 
facility moderately, it is useful to them; and it does not harm oth. Ae hlintitadaiat oe noe Rae 
ing them any cost tor such a 

eople.’’4 | REL ReAS OUR 
Can tir noney out of thin air by means 
Hicks does not mention those who withhold money indefinitely ang of cr ‘ving Fisher called ‘money illusion’’.? 


* live on it. Nor does he tell us what “moderately”? means, and who is thy 
judge of moderation. What Hicks did not say was expressed by Prudha 
when he was asked: | alue 


“Why are we short of houses, machinery and ships? He answered: 
Because money is a sentinel posted at the entrance to the markets wit 
orders to let no one pass. Money you imagine, is the key that opens 
the gates of the market (by which term is meant the exchange gf 
products); that is not true — money is the bolt that bars them.” 


And in fact one would ask: Why is it that money supply is on the increag 
while recession is besetting the markets ? The answer is that a great partd 
that supply is not used to meet the ‘“‘transactional demand” in tk 
Keynesian sense. By holding the greater part of money supply for pr 
cautionary and speculative purposes, people are checking the mai 
function of exchange and are rather incapacitating the role of money. 

We should like to emphasise from the very beginning that money pers 
cannot be considered equivalent to fully-fledged goods, mainly because dl 
goods embody a utility which satisfies some human economic demand 
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D. Standard of Deferred Payment 


Consequent upon the three previous functions, future transactions 9. er gC sds nd mo 
expressed in terms of money. Having explained to what extent money nl | Metrarlivaciatclaim 
a standard of value in practical life, we need not go into any detail pong Bes ives | 
out the risks and difficulties in deferred payments. This function js Neceg. Nh 
sarily tied up with the passage of time during which the ratios AMONG the 
relative values of goods change, and the ratio among these and mone Fe eS RES 
changes, not only on account of the change of the relative value of B00d: Sar tA 3 MS Jatter: EW tens 2 tee Sa 
but also because the “standard of value’’ in itself is not stable. Such : yney relevant for the real-balanc 


instability of the measurement complicates all future economic tray 
actions and gives vent to illegitimate claims, the worst of which is (fy 


: \ _ ~ —— mew Di c ° mM = . 
: na Surrency Pi 4S Sie \ ~_ 


went on to confirm that ti 
> literature, and received it 
payment of interest. NI RA BATONS BASINS 
rley-Shaw distinction between 
. ~~ 3 .) Pe a <= qe ty yee ty fe $ 7 <> . ~, 
Is Money a Commodity? | -d by foreign governments (which is 
- x Pn tt Cw Beg — . cas * —- 


There is a difference of opinion among economists about the nature g 
money as we know it at present, i.e. flat money and bank credits. Th 


_ om ’ ofrgite yg it — ~~ een d “wa L, g —— | , 
ind inside money Dased OF 


mney includes created money and 
argument is about whether such money is a part of a nation’s wealth ory ch are not a part of met wealth) 
it a debt incurred by its issuer and which is offset by the credit counterpay nmodity at best, and even if one 


of the holder. 

Patinkin, Tobin, Gurley and Shaw, Pigou, Metzler and Haberler ag 
amongst the economists who do not include the whole of fiat money andj. 
attributes in wealth. Friedman, Martin Baily, Pesek and Thomas Sayin 


a g Pee, np Okay Oo) Se 24 aging } oo mre bl 
nd a limited supply, there will 


en the usual commodities and 


: if property of yielding its owner 
ignore the “money as debt” argument and flatly state that money 1s a pay jing it, i.e. without exchanging it against 
of what we economically call relevant wealth and of net worth. | ; a ee 3 

The issue has been blurred by the unnecessary argument about whethe roduction cost (almost so) and no 
| fiat money is a debt or not. It is common knowledge that no issuing bank lidi . i 
F in our present time would pay any tangible countervalue to any pape rij hetder. rom demand for 


currency it issues when presented with it. Thus, indebtedness 1s fictitioy 


and illusory. Professor James Tobin objects to considering fiat money, of depreciation to whi 
part of wealth in the following terms: 


“The community’s wealth now has two components: the real good 
accumulated through past real investment and judiciary or pape 
“goods’ manufactured by the government from thin air. Of course, 
the non-human wealth of such a nation really consists only of it 
tangible capital. But as viewed by the inhabitants of the nation 
individually, wealth exceeds the tangible capital stock by the size 
which we might term judiciary issue. The illusion can be maintained 
unimpaired as long as the society does not actually try to convert al 
of its paper wealth into goods.’’® 


Pesek and Saving categorically admit that money —- any money - is no 
totally identical with other goods: 


‘.,. Money is in one respect identical with and in another respec! 
completely different from all other commodities. It is different ...in 
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interest is the excess of money paid by the borrower to the lender over 
above the principal for the use of the lender’s liquid money over a cer, 
period of time. In their effort to define interest, many economists treat, 
“money capital’’ as equivalent to capital goods, a subtle mistake whi 
helps them find a warrant for charging interest on borrowed mone 
have some examples. 

Samuelson states that “Interest is the price or rental of the , 
money .** Thus he equates the price with the rental use of r 
sidering its service exactly as the service of a medical doctor or: 

His concept of money as a means of “transforming one good to: 


exchange rather than by production” forces him to treat money like am § 


other commodity that has a price or a rental. If we recal! Samue 
cept of money, immediately we recognise why he subtly tried t 
money as a fully-fledged commodity. However, we would find some dit. 
culty in reconciling his description of money as a means of “transform 
one good to another by exchange rather than by productio 

view about interest. When money is sold, one should pa) 
according to Samuelson, and if borrowed, one should pay a rent. 7 
money, there must always be some exchange of one good agai 


good — according to Samueison. But here, you sell your money for exact) § 


the same money. Why then the price at all if it is a “‘selling”’ transactioy 


As for considering interest as rent for money, the first objection js thy § 
every rent comprises an element of depreciation (even in static conditiog 
i.e. everything being equal). First, money as a means of exchange is na] 


supposed to depreciate. Second, when one uses the doctor’s or the tractor’ 


service, both of them remain almost intact. You don’t rent something tha J 
' perishes or disappears once you use it. But when you use money ong 


you lose it forever. How can it then be rented? Finally, if we appl 


Samuelson’s previous maxim of “exchanging one good for another” hos 


can we accept the idea of rent? 

Don Patinkin gives the following more confused definition: “‘Interest; 
one of the forms of income from property, the other forms being dividend: 
rent and profits. The term ‘interest’ sometimes has the broader connotatia 
of all income from property. This is the case when we speak of the ‘interes 
charge on capital’ which denotes the alternative income that can & 
earned on a given quantity of money-capital.’’}* 

Here, Patinkin considers interest as a part of the functional share earna 
by capital goods as well as money-capital. It is strange that Patinkin de 
not give labour any share of the resulting income, while he allotte 
interest a share of the yield. It is clear that this is not true, because interes 
is paid to the lender irrespective of the yield and perhaps even before tt 
income is realised. Here, again, Patinkin treats capital goods as synon) 
mous to money-capital. 

Y. S. Bain states that “Interest paid for invested money is thus a thir 
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distributive share, in addition to wages and rents. It is paid for the services 
of invested money and it is earned by capital goods in which the funds are 
invested.” 

Professor Bain does not mention ‘“‘profits’’ here and equates “‘the 
loanable funds” with capital goods. If interest was a functional share of the 
investment process as he alleges, it would be negative if the process yields 
a loss— which is not the case. Besides, as long as the lender is not the 
investor, We Cannot by any means tie up interest with the investment 
process. 

J. M. Keynes did not define interest, but mentioned the rate of interest as 
“Money rate of interest is the percentage of excess of a sum of units of 
money contracted for forward units of time over spot or cash price of the 
sum thus contracted for forward delivery”’.14In the course of analysing the 
reasons that make money rates of interest more acceptable than com- 
modity rates, Keynes mentioned that “*. . . the power of disposal over an 
asset over a period may offer a potential convenience or security, which is 
not equal for assets of different kinds, though the assets themselves are of 
equal value. There is, so to speak, nothing to show for this at the end of the 
period in the shape of output, yet, it is something for which people are ready 
to pay Something”’.*° The words I have put in italics refute Patinkin’s and 
Bain’s idea of interest as a residue or function of income or investment. 
However, Keynes tried to find a justification relevant to his liquidity 
preference theory and came up with nothing in the output which is some- 
thing for which people are ready to pay something. This part was critically 
criticised by some leading economists; Harrod wrote: 


“We are told that the reason why people require interest on bonds 
is to compensate them for the sacrifice of liquidity, which sacrifice 
consists essentially in the risk that, when they want to realise their 
assets, the bonds may have fallen in capital value, i.e. that the rate of 
interest may have risen. 

“Keynes thus exposed himself to the criticism of Professor J. R. 
Hicks that he has ‘left the rate of interest hanging by its own boot 
straps. And D. H. Robertson has the following amusing passage: 
‘While there are hints here and there of a broader treatment, in the 
main his (Keynes) plan is to set the rate of interest in the direct 
functional relation only with that part of the money stock which is 
held for what he calls ““speculative reasons’’, i.e. because it is expected 
to become other than it is; if it is not expected to become other than it 
is, there is nothing left to tell us why it is what it is. The organ which 
secretes it has been amputated, and yet it somehow still exists — a grin 
without a cat’. Mr. Plumptre of Toronto, in an unpublished paper, 
has aptly compared the position of the lenders of money under this 
theory with that of premium, the only risk against which it ensures 
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them being the risk that its premium will be raised. I! v 
ultimately governs the judgements of wealth owners 4 
rate of interest should be different in the future from what itj;,” 


we are surely led straight back to the fundamenta! phenop 


wheat with barley for home use and not for sale’’. In its lineage there are 
Nasr Ibn al-Qasim on the authority of ‘Abdal-Rahim Ibn Dawid,-both of 
them are unknown. Ibn Hazm stated in his book Maratib al-Ijma@ that all 


productivity and thrift.” 


I believe Sir Roy Harrod was unique in describing interest as som, 
(nere ar qi 


untrue. He wrote: “And so why is there interest ?.. . Sure!) 


phenomena of the minds, the resultants of thoughts and opinio, 
and fears, itself only a promise, finally indeed an act, bu! 

Originating in the will of the two parties, not a physica! phenome: 
Surely there are mental phenomena to which the dictum may c 


applied that there is nothing true but thinking makes it so”. 
In short: Interest 1s only a fiction. 


chapters of figh have basis from the Holy Book and Sunnah, except Qirad, 
for which we have found no similar basis whatsoever. Nevertheless, there 
is genuine solid unanimity on it, and one can categorically say that it was 
practised during the days of the Prophet, who was aware of it and who 
approved it, otherwise it would not have been legitimate.** 

As there are no fast rules set by the Sunnah defining the terms of Oirad 
other than the Prophet’s approval to what was being exercised in his time, 
jurists have differed widely on such terms. Some of them were more 
inclined to restrict its meaning while others were more lenient and tolerant. 
Both parties supplemented their views by established Islamic rules, if not 
directly pertaining to Qirad, they related to material transactions, especially 


those which refer to the terms of association and partnership and the laws 
for usurous dealings. Jurists who adopted analogy considered Qirdadd as a 
special “Contractual Act” having its own special terms and conditions, 
though they have naturally differed among themselves as to the nature and 
terms of this contract. Those who dismissed analogy in jurisprudence were 
constrained to figure Qirad in its narrowest limits. Having no texts to rely 

Sa on, they resorted to some general Islamic rules to determine the act of 
Linguistically, both words, Mudarabah and Qirad are used | Qirad, some of them in our view were appropriate while others were not. 


same idea: “Io give somebody out of your capital a part to trade} Thus, we have to treat all the forthcoming divergent views of Muslim 
val an appo.| Juristsin this respect as personal opinions which do not and cannot commit 


Il 


MUDARABAH OR QIRAD 


What is Oirad? 


provided that the profit is shared between both of you, or that an app 
tioned share of profit is allocated to him... accordingly, the acy) Muslims in any way. If a jurist is carried by his own analogy to the con- 
partner is called Darib, because he is the one who travels and se a ' clusion that such and such a type of Qirdd is prohibited (Haram) or even 

undesirable, all that we should do is to consider his logic, analogy and 
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Mudgarid as both share the profits with each other’’. juristic proof to the plea, but we are not bound by his verdict. 


Subject of Qirad 

According to “Zahiriyah”, Qirdd must comprise a contribution of cash : 
money, which is the capital. If the capitalist wants to give the active | 
partner (Al-Mugarid) goods instead of cash money, he must specifically : 
ask him to first sell these goods, and utilise the proceeds of sale in his 
Qirad. [bn-Hazm claims that there is unanimity on this view.?° 

As a matter of fact all Hanafis do agree that the participation of the 
capitalist must be in coins, while they disagree about the validity of tue 
contract if this participation is in non-minted silver and gold.*? As for 
giving goods as participation, they claim that this vitiates the Qirdd and 
makes it void. 

Hanbalites and Shafi‘ites are of the opinion that participation must be 
by means of a definite amount of minted coins, while the contract is 
Vitiated if participation takes the shape of either non-minted gold and 
silver or any other goods. Malikites are divided among themselves about 


Historically, Oirdd was widely practised in the pre-Islamic era as a {oy : 
of partnership. The Makkans were depending on commerce for the 
livelihood; and those who could not exercise commerce by themselg 
travelling long distances and leaving their homes for long periods, used 
give capital to those able and willing to trade against a certain percentag] 
of net profit. The consequence of jurists’ opinion is that such a practice w 
approved by the Prophet. There is almost a unanimity on the legitimac q 


Oirad.** 


Qirad in Islamic Jurisprudence | 
It is related that many companions of the Prophet practised Qi iri 
Even the Prophet acted as Mugdrid before Revelation. 
Despite the unanimity on the legitimacy of Qirdd, there is n 
ascribed directly (Marfi‘) to the Prophet himself except what bn Maj | 
related on the authority of Suhaib who said that the Prophet (peace 


upon him) said, “Three are blessed: deferred sales, Mugaradah and mini} 
; 


also possible that both capitalist and active partner are called Mu: rib 
| 
. 
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the validity of goods as capital for Qirdd, some agree and some Obj 
Ibn Qudamah, an eminent exponent, states that “ Mudarabah is valjig ie 
subscribed capital is determined, whether it is in coined or Precious mes 
or goods’’. He supports his view by the views of Abi-Bakr. Abi 
Khattab, Malik, Ibn Abi Layla, Tawus, Al-Awza’i and Ibn Abi Sulaingy 
Those justify their opinion on the plea that “the main objectiy 
Mudarabah which is a sort of association, is that both parties dispomy : 
both capital and labour and participate in the profit earned by the papp, 
ship. Such profit-sharing takes place whether the capital is in money orp 
goods’’. 

The idea behind forbidding Qiradd unless the participated capital gy 
coined gold or silver is that the trading capital must be unequiag 
determined so that every partner can assess his share in profits in agyg 
dance with his participation in the partnership. This is quite an accepigy 
logic, it was adopted by those who allowed goods as capital, provided, 
the capitalist asks his partner to sell the goods, determines their price ay 
uses the same as capital. Al-Shawk4ani is of the opinion that Qirad js 
form of association where all sorts of participations are allowed. 
sequently, if anyone claims that the prescribed capital in Qirad can only) 
in cash money he must produce evidence to support his claim. 

Al-Shawkani** came to the same conclusion, |.e. any goods of deg 
mined value can be subscribed as capital in Mudarabah. He, however, bags 
his judgment mainly on the “Sahil Hadith” quoted in Al-Bukhari ony 
authority of Jabir Ibn “Abdullah where *‘the Prophet (peace be upon hig) 
sent an expedition of 300 soldiers under the command of Abii ‘Ubaidg 
Ibn al-Jarrah in the direction of the sea-shore. I was one among them.( 
our way, the expedition’s supplies were exhausted. Abu ‘Ubaidah gave 
order to collect all supplies with the soldiers which supplies totalled ty 
“Mizwad’s’ of dates. He started rationing them among us till they am 
almost to an end and he began distributing them one by one. | asked he 
what one date could help, and he answered that it was something ins 
of nothing’’.*? 

Al-Shawkani also referred implicitly to “‘Ash‘ariyyin Hadith” wherete 
Prophet (peace be upon him) said “If the Ash‘ariyyin went far for congue 
or if their fortunes in Madinah dwindled, they amassed whatever they hi 
in one bag and divided it equally among them; so they belong to me ani! 
belong to them’’.** Personally, I don’t think that the analogy is releve 
because Qirdd is different than such benevolent voluntary co-operatict 
Here there is no act of agreement between capital and labour to ens 
into partnership for gain, and the objective is quite different. Ink 
Hadiths indeed, the whole idea of any gain or trading association! 


completely absent. 


There is also a difference of opinion about whether the acts of Mudarahé 
would be valid or not if the Mudarib or the active party subscribed # 
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(iii) The active partner must have the absolute freedom to trade a 
money given to him and take whatever steps Or decisions ha ). ) 1e} might h ive | houch 
deems appropriate to realise the maximum gain. Any cong: % ood opportunities slip from tl 
restricting such liberty of action vitiates the validity of the act : that he would not r 

However, the Shafi‘ites elicit the possibility of determining the king ination of the act | 
undertaking which the active partner may trade in. The other Imam, ed their own purpo efen 
not agree to this condition, an objection which is entirely UNjUStifiabjs 9ecause the owner of capital wou. 
ay vee ! have taken Al-Jaziri as reference for the views of the po hough the active partner woul 

adhhab. gically speaking, there is no valid 

Strangely enough, Imam Shafi‘i does not validate Qirdd if the ay. Muume e to fix a date for determining theit 
lies outside the domain of strict trading, i.e. buying and selling 27 o so at their full discretion at any 
viously, he took this attitude due to the fact that Qirad as approved by, 42 
Prophet (peace be upon him) was only for such commercial purposes pp 
our great Imam allowed himself to go far in analogy and even to set upp. _ 2 ee a 
rules when there are no precedents regarding many problems, whiky tho eat ELAS Eee noe 
denied himself this logical course in such an obvious and important may a aeaS ace Tee see 

le present banking system and serve 


In my opinion, Qirad in industrial undertakings is permissible on acg 
of two grounds: | 


a. If we apply the most rigid analogical rules we find that indy 


after all is a kind of trade and does not violate any other condi 2 Leas Stare 
of Qirad. Shafi'i’s plea to forbid Qirdd in industrial enterprigy yi Girag.could be harnessed to. enmunate 
based on his view that the result of such an activity is gener pussassume.that this ¢: ‘perimental 
controllable and almost predictable, while in commerce the nsf ee ary, mo nor y ir sircula- 


absolutely unknown. If this was the case during his time, ij 
definitely not so at present, and thus his judgment cannot} 
accepted, due to fault of reasoning. | 
If we apply the general rule that in origin all transactions and thing 
are permissible unless there is explicit restriction or prohibition, 

come to the same conclusion, as there is no restriction or pe 
hibition, tacit or express regarding undertaking industrial activilis 
After all, if Imam Malik has opined that the capital can be govt 
instead of money, then why not a machine? 


The Zahiris and the four Imams are of the opinion that the dural 
of Qirad must not be pre-determined or limited. Nevertheless, | 
inclined to differ with them all. To start with, they rely on the pt 
cedence approved in the Sunnah to which I do entirely agree. Yé 
all of them without exception confirmed that either part) 
Qiradh will have the right to revoke the act and terminate! 
partnership on advising the other party of the same (Ibn-Hazm,¢ 
cit., p. 249). 
I fail to understand the raison d’etre of letting such an act so loose, ulls 
that our Imams were aiming at defending the active partner (being! 
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(A) If Qiradd has to be applied, would the bank be a part of the con 


or not? In other words, would the bank accept the money and ty "* OM 
the risk of Muddrabah? If yes, then the bank is violating ) “we want to abolish inte 
banking law. If no, then the capitalist is supposed to negotiy le > prevailing models of banking V 
directly with the entrepreneur and the role of the bank 1s confing y the minority of savers who wot 
to introducing both parties to each other ~ a non-banking functigy . t any interest or profit) with ba 
ile ain source otf creait extension 
If the bank is selling some investment certificates (and there » Xi a Seale. ARE. 
many capitalistic countries who allow such activity) then it woyg = ear Of inant 
advise A to buy certificates today at the current price on the marks ncti. bank Ao it foes . 
and liquidate them after three months at A’s risk and pe in their suggestion be 
Generally speaking, these certificates represent a portfolio which ‘n interest transactions. Mawdidi an 
under the assumed conditions — would bear no fixed interest ay ;a public service that should best be 
would be entirely invested in shares. It is extremely rare to g > State. The main job of banks unde 
companies distributing profits to shareholders every three month it the governme nt in oe policies 
and thus A would not really be entitled to any profit by buying th projects by by extendi: ing | > them t 
said certificates....On the other hand, he may collect som interest. They w Lie so fun i on as the 
capital gain when liquidating his position at the due date, but >ments and | foreig mm mate 1 movements 
may also suffer a loss on his principal. | arge pats on for the respective 
nterest t would | be re quire ed. | 

If an arrangement — somehow — can be made through the bank} nn tack ey ee peop litotemiect 

nce, on confirming the orc ae 


ins eatin? — 


means of which A can invest his 1000 dinars in an active enterprig: 38 haa 
there would be the difficulty of knowing the equitable share of thy i e ai MG ICS 
additional temporary capital. To my mind, it is almost impossitf Mitre ti pee ooh 
to find a satisfactory answer to this question, especially when ty 
participation is for a short term. A is naturally interested to inva 
his money with a big reputable firm so as to minimise his risks ang 
inflate his profits. But such firms cannot calculate their profits eve 
day as the production procedures take longer periods than the tin 
allowed by A. There is always a time lag between the date a capitd 
good is purchased and the date the final output is sold out. Ow 
and above, it is almost impossible that every time an investor ce 
tributes a certain sum to designate the fair share of profits that sum 
has added to the net profits (if ever these profits can be ascertain 


in the short term). 


—— 


From the above, one can see that it is not practical — if ever possible- 
marry Qirad with the present banking system. Banks are not allowed 
directly engage in commercial or industrial operations or in any speculaift 
transactions, while Qirdd is based on engaging in all such risky operatic 
But what if we allow banks to do so? What if we allow banks to acces 
savings On condition that they would directly invest them in differd 
enterprises ? The same question arises again: Who would take the mil! 
If it is the bank, why should A take any profit at all? If A would take | or 


risk, why go to the bank at all? 
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interest in the usual economic system prevailing at present In the p 

competitive countries. In other words, interest would be prohibited y 
“other things being equal”. Money holders would most probably i 

“black market” in which they would be able to lend money for a “py 


or a hidden interest built into the repayment of the principal. To i Spi tae uld be | up 
they would not be willing to deposit their money with banks, thus depriy, ders would prefer to hoard the 
them of the source of their credit facilities. Capitalists would find seg, ble commodity whose “‘carryins 
of tricks to get around the law and would bleed the needy as long as bank ori n such cases would be o 
were not able to meet the demand for money. It is obvious that if depog, livalent to hoarded mone; 
with banks were substantially curtailed, banks would not be able to cre, the demand for >nt tran 
the usual credit amounting to four times the money deposits. It Would ng ) 
be commendable that the Government would simply print more curren : Juld be the source of bor 1g 0 
notes and deposit them with banks in an effort to replace the withdr s turned down by the ernmer 
capital as this would conduce to serious inflation that could hit he : JOrrOWINg I etl -ed to zero, one wou 
rather than the rich, and would upset the economic norm. : 1g loans and one > can readil\ heirs thi 
Second, let us presume that interest is legally prohibited, that Saver gf ; ans Its AY) ply. / An ; | Patter to- ne tot 
money find it difficult to charge interest in defiance of the law, and thy oN ioe) iflationa ary situation, especia ly 
banks are provided with enough funds to meet the demand for money.) BeaeeLOCkS vhenever it suited then 
such a hypothetical case, money holders would either spend their “stenig “Ang aa . see f ln tecaie of goo a 
liquid money on consumption or investment. In either case, Qirad wou moh ite Gy | fee va ie a benent 
play an insignificant role, or at the most, its role would not exceed byfy Pam 1 ae sa ei ngs 2B = 
what it was before introducing the new system. Actually, there are; ae rant oe ee ss a aay hte: Hes : 
ld ps be done than good. In n 


- 


creasing numbers of people who are going to the stock exchange 
buying shares as an investment instrument. A share thus obtained js; 
__ participation by capital in an enterprise where others undertake the po 
, ductive work itself; it is a kind of Mudarabah. Most probably these woul Lert tp ae 
‘continue their practice and stick to their stock-exchange market. Thog At We ean 
F who are accustomed to living on their fixed incomes yielded by interes 
' would have to switch to another less-secure investment. They could gow 
the stock exchange directly or resort to some investment institutions 
place their money for them. 
Whatever the behaviour of the money-holder in an economy wher 
interest is prohibited, banks functioning would have to change radical 
(1) Government authorities would have either to run the bankig 
systems themselves or keep them under very vigilant control exercising yey 
restrictive policies. Failing such state control would lead either to a creté 
crisis or illicit dealings in interest. 
(2) A major function of commercial banks would be to study tk 
applications of borrowers and extend credit on the basis of two criteria: 


(a) The security of collaterals. ( 
(b) The conformity of the enterprise to the Government's sent am 

production planning. | 
(3) The issue of “Investment Certificates’ to be offered to those wh! 
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interest has been so strictly forbidden that the menace to those y 


“devour” it is more than any other menace directed to those Muslims y 
would commit other sins: 


““O ye who believe! Observe your duty to Allah and give wy, 
remaineth (due to you) from usury, if you are (in truth) believers, 4) 
if you do not, then be warned of war (against you) from Allah 
His Messenger. And if ye repent then ye have your principal (Withoy 
interest). Wrong not, and ye shall not be wronged.”’ (2: 278-2) 


Islam gave us some basic rules administering the means of exchange y 
goods and left it open to us to build on these solid foundations whateyg 
structures we deem fit and appropriate to our ever-changing civilisatig, 
and economic conditions. We have always to bear in mind that In th 
Islamic framework economics is an aspect of the Muslim’s life whic 
does not separate the material from the spiritual or the secular from th 
theological. It is only a means to help the individual! within his society 
contribute to the eternal process of human-development and welfare. 


Basic Rules 
Let us now examine these basic rules about our social! materia! behav 


(1) Work and reward. Every Muslim is under the obligation to workig 

order to live, and nobody is entitled to any gain or reward without exerting 

a productive effort and shouldering the subsequent risk. In other word 

any gain realised by any person earned without work is not legitimate. Any 

- work, effort or enterprise that insures to its owner a gain without risk of 
that precludes any loss to him is equally illegitimate. 


(2) Hoarding and monopoly. WHuman-beings in a Muslim society ar 

under the obligation not to hoard money or goods required by other mem. 

bers of their society nor to try to monopolise any goods likewise needed. 
They are expressly required by Qur’anic injunctions to “‘spend” withoul 
cessation and never to keep money “‘cornered,”’ hoarded, or even idle. Tp 
spend in the “‘right’’ way is to spend in legitimate consumption ori 
productive investment, or in social welfare — all the three aspects 

spending in the cause of God. (Qur’an: IX: 34; LVII: 7; XIV: 31; Ih} 
159 and 282; LXVI: 7; VIII: 6.) 


(3) Depreciation. Everything in this world is subjected to the natural la 


of depreciation (Qur’4n LY: 26) it is only God — our Rabb — who 1s Ever 


lasting and Infinite. To ascribe this divine qualification to anything i 


tantamount to shirk, i.e., association with God. This is a denunciation 
the essence of belief in God according to Islamic tenets. All monies mut 
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78 
to apply the Islamic “‘Solution”’ must apply the whole “Islamic SYstem sae 
if he is serious and keen to achieve success and avoid a shocking Failups ni’s interpretation 
>. Cc arny Jth yf It 1c 
‘Then is it not only a part of the Book (Qur’an) that ye believe in, an : wtributions ibutebecause mot 
do you reject the rest ? But what is the reward of those who behaye li > already referred to the natt 
this but disgrace in this life?” (2: a) eaning of a: sociating with God : 
‘red to the fact t hat money must continue 
; to keep production g1 rowing with 
The System | 1 impli ied b vy 2 Zakat is in my oe 
: ne ine yitat 2) sility of c 6 epr ecial lL é 
vt 1eCe. sity of not ho: yarding mi O onee 


(a) Between Riba and Zakat act : 15 
I do not intend to explain in detail what is Riba (usury) in Islam, but} : ) isly in Circ lation. 
believe that all sorts of interest that we meet in our present Westen : 3 if has a grez role in the dom ain 
Economic models is usury as previously defined. It is what is technic . ; feelings; but th hese q 
called in Figh: “Riba Al-Nasi’ah” which is categorically forbidden by th ny sound ieocica) lie outside peed 

der tc er is: what is’ thas sys 
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Qur'an and the Sunnah. This idea has been expressed by most modem tsa 3 
Islamic thinkers: Mawdiudi, Qureshi, Abi Zahrah, Isa Abdou and other Opcnable them ria 
who treated the subject. This opinion is in fact derived from the cop. | prohibited usury? To me, the ans 
census of views of the four Imams and Zahriyah corroborated by Shi's Peer Reyes. 
Se 1 that such a system pre-supposes that it is 
ete indepenc ent philosophy which em 
| : He 


Imams. There 1s also a very clear trend among old and modern jurists thy 
the solution to the problem of interest is engrained in the system of 


Zakat which is the only specific financial “‘technique’’ mentioned jp pa. means ote achieve the Is. 


Islamic jurisprudence. However, the meaning of Zakat has never been wel, 
defined and one would feel lost in front of the great differences of opinigg 
among jurists about this “corner” of Islam. If the key to the interest-fre | y n 
economic problem is Zakat, then we must be very clear about the meaning Secs yet Ss kari batten 4 
and scope of this word. > wrth ater heehee deb en 2 ode 


(b) What is Zakat? 
There is unanimity that it is one of the five pillars of Islam, that in th 


legal sense it means “a right on wealth”’ or “‘the specified part of wealth 
designated by God to be given to certain beneficiaries’’.*° A better definition 
in my view is that given by Al-Shawkani, he states: 
“*Linguistically, Zakat means growth; one says Zakd az-Zar‘ meaning 
the plant grew up. It can also mean ‘purification’. In Sharla 
(Islamic law), it implies both meanings. The first meaning is cor id p ( gg 
strued as to cause growth in wealth, or as to cause more reward ora | > 2 h the other fo 
to pertain to increasing wealth, such as is the case in commerce and. ot exacting Zc 
agriculture. This first meaning is supported by the Tradition. ‘No 
' wealth decreases because of Sadagdat(Zakat)’; owing to the fact thatils 
reward is multiple. There is also the Tradition: ‘God increases (th 
reward of Sadagat’. The second meaning is construed to imply thi 
Zakat purifies the human soul from the vice of avarice as well # 
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I do not see why we, at our present advanced and more Civiliseg , 
should not follow their example and adopt the same analogical SYStem, 
qualify Zakat in a way that culminates in the realisation of our Il 
ideology. I believe that Zaka/ should be imposed on all goods ing 
exception of what was specifically exempted). To do that in the p 
effective way, and to arrive at the goals of Zakd/ as mentioned boyd 
feel that the most practical way, the most fitting and convenient, if nay 
the only possible one, is to tax money In circulation in a way analogous 
that suggested by Silvio Gesell and adopted in the Austrian Own of 
Wogel in the early thirties. 

I have reached this conclusion, as the nature of our modern econgp, 
and the whole set-up of commerce, industry and agriculture has ta, 
entirely new aspects and dimensions which are entirely different from tho. 
known to our great Imams who lived hundreds of years ago. We hay 
already seen that Imam Shafi‘i disqualified the Act of Qirad if the subj 
of partnership 1s an industrial activity, on the sole plea that in industry py 
is predictable and determinable, while it is not the case in commerce! — 


(d) Zakat against Interest 
If the above interpretation of Zaka? is acceptable, and if we appl 


system similar to that suggested by Gesell, 1.e. impose Zaka/ on mone) 
the hands of those who are holding it, money in the new sense willk 


carrying a cost and will lose its supremacy over the genuine goods§ 


represents. 
Before elaborating on the new “‘purified’’ money, I should like to disp 


of a juristic problem that would face any authority intending to applyt 
Islamic way of life without prejudice to the established texts of jun 
prudence. There is no doubt about most of the sayings of the Prophe 
(peace be upon him) concerning the collection of Zakat and the limitsd 
exemption, the above-mentioned eight commodities. There is also mw 
doubt about the other Qur’anic verse **. . . and with (agricultural) produy 
of all kinds... eat of their fruit in their season, but render the dues thatar 
proper on the day that harvest is gathered...” (6: | 
The wide difference about what is subject to Zakda/ among jurists makt 
me more inclined to interpret Zakdat in a way more expedient, logical anl 
just. Nevertheless, even if one sticks to the narrowest interpretation oft 
word and believes that Zakdat is only imposed on the eight commoditi 
excluding commerce, minerals and all other goods, my answer to this: 
that there is another obligation or “right”? on wealth. This extra tarw 
“dues” mentioned in the aforementioned verse does not specify th 
quantity nor the quality of the taxed goods. Bukhari quoted the Hadith 


Mu’‘adh addressing the Yemenites and his asking them to pay Zakal 0 


cloth rather than in cereals — an indication that Zakat should not nett 
sarily be collected in kind.*! 
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sumption should not carry any interest, while Gesell finds it necec. 
impose interest on such loans to penalise the prodigal and the 
view is that banks do not entertain unsecured loans, while Zakar tal 
of the poor and the needy in the Islamic order. So, extravagance 
prodigality will find it difficult to tap lending sources. 

Another major point of difference from Gesell is land exploit 
Islamic jurisprudence allows the private ownership of land, whethe, 
or urban. In my view, agricultural land can be exploited in an Islamic | 
only in either of the following manners: 


(a) When the owner of the land may cultivate it himself and for his. 
account, he may hire labour, but he is supposed to meet aj 
penses necessary for cultivation. This entitles him to the ful] y 
of such land, which yield may turn out to be negative if the valu 
his crops fall too short to cover his expenses. 

He may enter in a sort of Qirdd contract with a farmer who} 
comes a partner to till the land, while the owner supplies the ow, 
elements necessary for cultivation: seeds, manure, machine, 
water, etc. In this case, labour is to be assessed in relation to 
total value of the other factors contributed by the landlord, q 


the yield is shared between them according to this relation withos 


including any share to the land itself. In case the farmer contriby 
anything other than his labour, he gets a share of the total yield) 
proportion to what he contributed. In no case, rent —1.e. giving th 
land to the farmer at a fixed amount of money or a fixed share in thy 
output — is permissible. ** 
_ Urban land also should not be allowed to be a source of unjustifiahj 
f unearned income. The increase of capital values of urban sites are rarely th 
' result of the owner’s efforts; it is generally speaking, a result of som 
social demographical agglomeration and the facilities provided by th 
community or its government. Any benefits stemming from such develop 
ments and facilities must be enjoyed by the community represented by 
its government. Thus, owners of urban sites are not allowed in th 
Islamic state to earn any more when selling their plots. If such an important 
measure is not adopted, many may be tempted to withhold land in lied 
depreciating money and to expect a certain unearned income instead of the 
prohibited interest. 

By collecting Zakat and by imposing a carrying cost on money, | beliew 
there will be a new economic system where banks will gladly lend money 
without charging any interest, where borrowers will be more keen that 
their lenders to settle their debts, and where money will lose its divinity 

and sacredness. There will be enough funds for gifted borrowers to it 


novate and to increase production. Demand will precede supply in mos 
cases, indicating to entrepreneurs the right direction for new investment 
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The paper introduces a set of fiat means of exchange into an ec, 
and a few related questions. First, how much money should an indjy" 
use in order to spend his income? Second, how much should the go, 
ment produce in order to provide for the optimal use of money, angi. 
should it distribute its money ? Third, given the size of government mo. 
how much would a private producer supply of his own money under. 
ditions of imperfect information? Fourth, how do private concerns , 
financial intermediaries behave within our theoretical framework? » 
fifth and last question is how much should the government produce gf; 
own money, how should it distribute it among different individuals 
what regulations should it impose on the banking system and finan. 
intermediaries, in order to provide for the optimal supply of mone, 
services ? 

The conclusions of this paper make it obvious that economies with 
interest payments on borrowing and no bank multiple creation of mo 
are most optimal between the different institutional arrangements 
sidered. This means that it is most efficient if the government initia 
provides its own money free, lends it free, and imposes a 100% regen, 
ratio on banks. 

We expect such conclusions to be more of a surprise to economists; 
Muslim countries than to the young economists of the Western world, wh 
have grown sceptical about accepting the results of models which a 
devoid of viscosity. Nonetheless, we hope our conclusions will be g 
inspiration to the economists of the Muslim world to revamp the ecoy 
omies of their own countries and rid them of the traditions of old Westey 
economics. We finally hope that this will be a first step towards co. 
structing an Islamic economic theory. 


: 


Il 


INTRODUCTION 


In a free market economy, interest is the price of money. It Is the pre 
at which the “‘producers’’ of money sell their “‘output’’. Since this pne 
depends on the quantities of money supplied, its determination raises th 
question of the optimum supply of money. 

The treatment of the optimal supply of money in the literature has been 
mostly traditional in nature, and we are using the word “traditional” ina 
special sense. The basic fault with the traditional approach is that it 
ignores the issue of the raison d’etre of money, namely, the existence 0 
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where i ~ j. We can, therefore, write the transactions cost function of th 
exchange as . 
ti =i; tis (6; 5,5) ,55 OS Xi, x5); FJ ; | ie ae ere 
where a, , is the TVI and so’, is the RVI, and : a, Oe 
| | £7 5 = 1/(9;,5 — 97,5) 
| | The behaviour of t} , is determined by: | is insufficient, cc 
(dt; ;/d0;.5) <0 , Sn A RPE PED 
(St; j/S0;,;) <9 , them fo 
(Sty ,/d£; ,) > 0 , le to , 
(dtY ,/dx¥) > O and | en in ise for a while. On 
| (Sty ,/5xj) > 0 and | ber reese hes . 
The above class of transactions cost functions is suited to exchange 


involving real goods. This implies that they must also be suited fy es eee 
describing exchanges involving commodity means of exchange, or CME : feans of Exchange 
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THE NATURE AND CREATION OF 
FIAT MEANS OF EXCHANGE 


1. The Nature of Fiat Means of Exchange 

Fiat assets are defined to be those assets whose holding draws no red 
rate of return of their own. They are used either for transactions services, or 
for the (interest) payments their seller may provide. They could be fully. 
partly convertible into another class of fiat assets. But, they may noth 
convertible at all into any other kind of assets while the transactior 
services they render qualify them to be treated as net wealth. 

The fiat nature of FME calls for certain measures to entice traders to 
use them. Because these assets have no real services of their own, their 
owner, barring other payments, must use them for exchange in order to 
get any transactions yield. In order to do so, he must himself persuade 
prospective buyers of the usefulness of FME in transactions. The producer 
of FME will therefore find it insufficient for his assets to yield transaction 
services in order that they may be accepted by households as a means¢ 
exchange. He must use additional incentives. | 

One possible incentive is to stand ready to convert these assets, fully 
partially, into other, already generally acceptable, FME. Convertibil 
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of exchanges involving fiat assets, can be made. The transactions cost, sther the 
an exchange involving a fiat asset varies inversely with individys issed belo 
perception of its asset-price level. 


3. The Creation of Fiat Means of Exchange 

A FME is primarily a source of transactions services. Hence, its abi 
to produce such services, and to qualify as a means of exchange my 
depend on the nature of its transactions cost functions of the differ 
exchanges 1 in which it may be involved. The production of a certain 
asset is therefore tantamount to the creation of a set of transactions om 
functions with certain characteristics. Keeping in mind the postulap 
provided about the relationships between the total and the margiy 
transactions cost of an exchange and the different arguments enten nitially caution 
its transactions cost function, those characteristics must produce a stay 7 cceptabil 


of transactions cost differentials that would justify the use of the fiat agg nd accept GFME. the more ott 
in question as a means of exchange. In other words, the quality ofa on. However. once the inform 
asset must depend on the characteristics of the set of the transactions cog 1ised, the paradox disap | 


functions of the exchanges it enters; such a quality represents the effectiyg 
ness of that asset as a means of exchange. | : -nerated abou . 

The quality of a FME depends upon the size of its exchange fields as we} 1e initial mistrust and hesitat 
as the range of quantities at which it can be traded. Both factors are jp. » asset characterisation. the : 
fiuential in determining the transactions cost saving from the use of such 
an asset as a means of exchange. This implies that, when two FMf 
assets are compared, the one with the larger exchange field or wider rang 
of traded quantities, or both, has a superior quality to the other. | > existing CME without either paying 

An important question is what can the producer do in order to crealeg 
fiat means of exchange? The answer to that is nor to provide the buyers 
such an asset the actual relative prices of that asset in its different e 
changes. Such a method is impossible to use because the producer 
whether a private concern or government, is subject to imperfect informa. 
tion like anyone else. The only difference in this respect is that the money 
producer is an information specialist, which makes his perception of the 
exchange ratios of the FME he produces closer to reality than that of 
non-specialists. 7 

The producer can, instead of providing exchange ratios, manipulate 
asset-price level of the FME he produces. This manipulation can be don 
through the control of the quantity sold. This should be, in our world of 
imperfect information in which producers are price searchers, availablet 
all producers. 
In addition to regulating output, the producer sometimes will have 
trade his asset in order to align its current stock with the current (nad 
demand. Yet, the producer cannot guarantee the real value of his asset 
terms of real goods. This prohibition is made out of theoretical neceeall 
for such an action would bring about commodity bonds. In addition, the 
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other hand, private producers do not have the coercive power ayailayy 
the government which would allow them to gain general acceptability 
their own FME. Private producers can attempt to enforce thei 
characterisation effort by offering to pay rates of return on their fiat 
comparable to those on CME. Such offers would make privately js 
assets equivalent to commodity bonds, for each asset would be a claimy 
stream of returns equal to that of some CME. In such a case, they wou 
not be fiat assets. . be considered at th ge 
The only way to overcome their resource and coercive power limitaty ne of the arguments ir 
is for private producers to make their assets convertible into GFME. > in that argumen 
scheme of this sort allows them to benefit from the government 4 rOCe 10 counteract t 
characterisation efforts while giving them the liberty of differentiating th. 1 | et Characterisath 
own products. Therefore, privately produced FME cannot exist with | aracterisation, mcac, | 
the existence of GFME; the latter will thus be considered as primary orhg SSC’ 
assets while the former will be termed secondary fiat means of exchange g 
SFME. A pure inside (privately produced) money economy can therefgg Pea... | | 
exist only in a commodity-money world, where such assets would} : GFME with transactions 
claims against the future delivery of CME. © those of the initially existing 
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PURE GOVERNMENT FIAT MEANS OF ‘a rea 
EXCHANGE ECONOMY ue marginal cost of esse 


__In this section we consider an economy in which the government issu 

a collection of GFME whose quality dominates that of the existing CME 
F so that they effectively replace all the existing commodity money. Unde 
- such an arrangement, the government can give away its own GPME, itcay 
sell them, or it can rent them; all three possibilities will be investigate 
Then, the questions of the optimality of the stock of GFME and 9 


government policy will be examined. 


1. Some Basic Concepts 
Now lIet us introduce a vector of GFME containing elements each 


which is a fiat asset whose transactions cost function is superior toa 
corresponding CME asset; such a vector is 
5? = (¢?,, edt! cP pn), and 


c77 = (7y,.-., MH) 


are their corresponding accounting prices. 
It is now possible to calculate, in terms of each one of these GFME, 
set of relative prices, of all goods and construct some weighted average of 


them that represents the price level in terms of a particular GFME.! 
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Figure 1 O/T, 
value of that unit; this proportion would rise with the real value created 
that asset until, the rise in the corresponding price level reaches a certaig 
limit, and becomes unity. At that limit, no real fiat units can be added| 
increasing the nominal quantity. It is quite possible that further increase 
in the nominal quantity could lead to an erosion of the real stock, which 
would cause the MC, curve to bend backwards; such a possibility, how. 
ever, is not shown on the graph. 

Another aspect of the above supply relationship is how it is influenced by 


the change in the flow of information available to the traders of the G 
asset in question. An increase in this flow resulting, e.g., from a greater 


incentive for traders to trade the asset, reduces the marginal cost of asset 
characterisation. Consequently, the MC, curve shifts to the right. The 


opposite is also true. 
3. The Demand for Real GFME 

Given the information characteristics of the GFME ,®,, traders vill 
hold real quantities of that asset until its rate of transactions services, atth 
margin, deflated by its asset-price level is equal to its net rate of retum? 
Due to the postulate advanced about increasing marginal transactions 
costs of exchanges, the rate of transactions services will decline with the 
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corresponds a level of income, and consequently, a level of demand for 
GFME. Figure 2 shows this relationship by depicting three demand a 


for the real balances associated with ,;®,, cach associated with aq” to the consumers as lump-sum s§ 
level of real balances. Given any net rate of return, say op’, the incre . production of real mor 


demand for real balances measured at this rate must be smaller had 
increase in real GFME, measured on the horizontal axis, which cau 


such an increase in demand. % 
4. Providing GFME for a Price ny redistribution ices a ay sug pees t. as 
Using the demand and supply functions introduced above cap Drow : : ich a distribution sho Id be : rr yne in ithe = 
us with some guidelines in the case of the government wishing to Prod ‘ -alth. This metk J owe\ ever, has aS redis tr ibution 
ul \ . ' < a . ; 


the market clearing quantity of a certain GFME asset, while charg: 
price equalling marginal cost. Figure 3 shows one of the family gp 
demand curves introduced above and the supply curve MC,. Rememhs 


that each demand curve Is associated with a certain level of real Mong otion. Such a difference determines the vo olu ime of f ex- 
there is only one demand curve which would intersect MC, ata» : indertake. When one get Ss rant amount t of 
indicating exactly its related level of real balances. Such a point isQ. Whe FM ttt ne proport on to his . wealth as that Chany, 
the equilibrium level of the real GFME asset produced is 0a. xceed or fall short of his opti al exchang) 
The government can sell its real GFME at a payment equal to , D im to gain t RERCE ener 04 i Sat a propor ortior I 
fatrah, as rent. Alternatively, it can charge the equivalent relative price sly equal to that of others. It t is therefore € bette 
%, : he same ratio to thea i DSO lute va E: slne ont he c erence - 
irrent and desirable po sae. in “order to 
eferring | o figur he governm n pro > the he amount Oa 
MC; if ¢ . > the satiation level of real GF) A) pesiou charse: 


a ye 


a *- < =. <s , ow oe a al, ae af + oa 
> + a7. : ws vy 7 . : Ts . : 
; Wes 1nHnanc SLS OF pr oducti IT 1 
. —_ _ a - —— _—s ——— - 
- d . = mf » “\ ~ ~ 


ashe 


Ch di(eP/dTy) 


O 
Pi 
b 
Oli 
0 
a 


Figure 3 


Islamic Economics 


| 

| 

| where 

| 4 d= £Pi(eP;/1") 
do = 0 i(¢Dj/T\)’ 


(b) Unlimited Free Provision 


(1) Providing the satiation level of GFME. Suppose the government di 
tributes sufficient amounts of GFME in order to effectively keep its pnx 
at zero, that is to give away the quantity Oe in figure 5. The initial increas 
in real balances by the amount of ae will increase traders’ wealth and shift 
the demand curve outward. More exchanges using ,®, will result, increasis 
the flow of information about its asset-price level and thereby shifting th 
supply curve to the right. To fulfill its policy, the government must final) 
provide oe”. While the level of social welfare increases, there is a dead 
weight-loss to society equal to the area e”Q’d’. 

The social loss resulting from such a policy makes it inferior to the poli 
of providing a limited free provision of GFME. 


Islamic Economics 


NO! 
t Rye 
- a5 we ) 
4 on for convertibility into G] : 
p,(Oa"*) - ee art 6 ee eee few Ale? oy py} | 
| | T the private proaucer C 
‘ices identical to tt 
10ut some addi 10n ler 
jucer’s portfolio is on 
ormation of the transa 
1 ly ‘ays > bette - | 1 
; \ nt 14 1 7 ¢ 1 id ~ ST 1 
$ ; : OS mpc “ta , yf ri 
I p upor h wall 2) > 
ur economy initially, in a pure 
each of which is dominated by a 
J yy FER RR, my NS 
he - NINLUL a5 Liic Quality oii nis 
The repetition of such a policy expands the total supply of real balangg Rotiitslown aWithin such lantexchanee 
by decreasing amounts. This is because the amounts of gifts are decreas io Sot RTA GT eens ary EO 


which causes their effects on the supply and the demand schedules to g 
successively weaker. The total supply of real balances will ultimately reach 
a level, say Oa” ” beyond which no further expansion is possible. 
This policy expands the total supply of real GFME beyond what th 
other policies mentioned above can. Moreover, despite the fact th 
the government has provided all the existing stock of real GFME for fre 
the marginal unit of that stock brings forth a positive net rate ofr 
The sale or rent policy reaches an equilibrium where the marginal retum 
from an extra unit of real balances is equated with its marginal cost. Th 
equilibrium quantity of each nominal GFME asset will be associated with 
an equilibrium price level and an equilibrium rate of return. Under such 
circumstances, social and private costs are equated with no trace ol 
Friedman-type inefficiency. Non-convexity inefficiencies do not exist either 
Such is also the case with the policy of free provision. Nevertheles 
there are two basic and important differences between them. The fre 
provision policy produces a larger quantity of real balances, and it 
addition, it is associated with a higher level of real income. The rules of 
Pareto optimality suggest that such a policy would be optimal becaug 
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The private producer will find that his marginal cost of asset chars 
isation (mcac) rises with his rate of output, for changing that rate 
change the relative price of his SFME asset and will require the SUD} 
additional information to its holders. For instance, when the Supply ¢ 
SFME asset increases and its relative price goes down, its holders » 
suffer a wealth loss which can be avoided by either resorting to ing 
encashment into the GFME base asset or by the producer compensat 
them for that loss. The higher the rate of SFME output the greater wij 
the tendency to resort to instant encashment and the consequent neces 
to compensate holders, and then reassure them that the current value of 
asset still warrants its continued use. All these costs are parts of the me 
and thus it should rise with the rate of output. | 

The marginal cost of acquiring reserves, mcar, depends on the cog 
changing the producer’s portfolio in order to contain higher proporty 
of base assets. The latter cost is basically the transactions cost of exchanpy 
assets currently held for reserves. The higher the rate of output, the m 
reserves are needed, and the more reserves a portfolio contains } 
greater the difficulty of adjusting it to include even more reserves, The 
fore, the mcar must rise with the rate of output. 

The marginal cost of producing SFME must therefore rise with} 
volume produced, because of the similar behaviour of its component 
mcar and mcac. Moreover, the production of SFME must be related 
that of GFME because of the fact that the former requires the use of} 
latter as reserves. When SFME producers are left on their own, they 
choose some reserve ratio between the base asset they hold and the§ 


asset they produce. However, the government may interfere, forcing the 


to hold reserves at a proportion to their SFME production that is hig 

than the one they desire to hold. Of particular interest is the case whent 
government forces a 100 per cent reserve ratio. | 

In order to account for different conditions of GFME and SFMEpr 
duction, we will consider the economy on hand under conditions of free 
well as non-free GFME assets. Each of those cases will be considered wh 
reserves are fractional and when they are 100 per cent. To do so, we 
assume that private producers will attempt to produce SFME eacht 
which promises the instantaneous delivery of one of the GFME ass 
listed in (6.1). The corresponding vector of SFME assets and their ass 
price levels will be: { 


r? = (691, (P2.-- »s£Phr)s and (| 


cY = (e¥1> ¥25--+- Yn) t 


Before dealing with each of those cases, we must outline the relationship 


between the demand and supply schedules of each SFME and the 
schedules of each corresponding GFME. First, taking ,o, and i 
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Figure 9 


presently sold by its producer or provided free up to the Satiation poiny: 

the government. ‘ aa 

" (a) Household Borrowing with Costly FME . 
When the FME borrowed is already being sold at the market rate , 
shown in figure 9, lenders will buy the individual’s FME bonds o, : 
rates higher than ¢p,. The demand curve of those bonds will thus take th 
Shape of D(,b}), when the marginal lending costs, mlc, are not include 
At some level of borrowing, beyond which the individual will be exceedin 
his budget constraint, he can borrow only at infinite rates, which causes th 
demand curve for his debt to become vertical. The addition of the ising 
marginal lending costs, mlc, as a proportion of the present value of th 
marginal debt unit, causes the demand curve to take the position D(((b! 
The individual’s supply curve for his own debt, not considering the cos 
of adjusting his portfolio, S(,b¥), slopes downward to show his willingr ss 
to borrow at lower rates. However, when the increasing marginal cost 0 
adjusting his portfolio, mac, as a proportion of the present value of th 
marginal debt unit is considered, the supply curve takes the pos K 
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S'(¢bY) which Stands at an increasing distance f; 
because of the increasing mac. : 
The equilibrium amount borrowe 
rate paid is ,p’. This rate is higher than the rate pails rls Qa 
borrowed FME because of the additiona] Costs of hoe °l tradi 
both the borrower and the lenders. TOWing Incy 


. | 
Me for Mer 


d by v of the 


(b) Household Borrowing and Free GFMF 
In this section we will discuss the effects gover 

policies on private borrowing. First, the discussion of the 

free GFME through the tracing of equilibrium Points Will ¢ Y Of pi 

the effects of an increase in the quantity of real GFMF ontne 

well as the social costs of borrowing. Second, we Will discusc 

providing a satiation level of real GFME on the same Varlables ects 


of two 


ent Mo | 
Policy ap i 


(1) Tracing equilibrium levels. Figure 10a Shows the INitial ¢ uili 
level of real GFME 0a and the corresponding level of borrow eam 
figure 10b. When government policy of free distribution orn Ly 
through the tracing of equilibrium levels Produces the &reater voles 
real GFME 0a” ‘, the demand and supply Schedules myst change im : 
demand for bonds will go down, signifying that, because of the rele 
abundance of real GFME, lenders are willing to lend greater amounts. 
the same rate of return. Meanwhile, the supply curve wil] Shift dows 
showing that the borrower will borrow less at each rate of return 4 
causes the amount of borrowing to go down from 0a to Oa’. Figures i 
and 10d show the marginal costs of adjusting portfolios and the margins 
_lending costs respectively. The sum of the areas under the two cury tp 
to the amount of borrowing, represents the resources expended in th 
e process of borrowing. The reduction of the amount of borrowing, Decals 
of free GFME, reduces this social cost by the sum of the two Shaded are, 


in the latter diagrams. 


b 


(11) Providing the satiation levelofGFME. Figure | la ee, cas 

of free government provision of GFME up to satiation leve plotted i 
figure 5 above. The production of Oe” of aa ee pire 
; < 7 a an ri 

ight loss equal to the striped area Q’e'd’, 7 ef 
aoe the marginal unit of real GFME down to zero. Since real GF 


i ts. This brings thed 
h to cover the marginal lending COS 
Ee RS TID in figure 11b, which exactly traces the mle 


is freely available, lenders are willing to buy bonds at any rate above zero 


- i than eT 

Moreover, the demand for borrowing at Eats OF faa oa 

. Because people can satisfy their oa 

See coer piri and because borrowing iter Cals an 7 

iar SESS adjustment costs, borrowers would se | 
in 
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negative rates of return, This means that 
for the cost of borrowing in order to 
bonds to appear in the fourth quadrant Where ; 
lent the corresponding (negative) values ai . 
The sum of the shaded areas under the Bee 

aie Id respectively measure the eli © Curves ; 

a of private lending. When that lendj «sociated wil 
free GF ME provision, that cost disappears too Pie “sap Pears a 
resources 1S associated with a Welfare cost ee 4 


they Would 
d 
do so. This causec 


41 


et : Bie ino 

e"d”. The merit of the policy of free GF ME y aie by the avi 

therefore be judged through the Comparison ae i uation Ie 
e 


are. 
costs and the welfare costs indicated in figure 11a. Th: Saving oul m 
an empirical question. IS, at the Moment 
2. Intermediate Fiat Assets 
(a) Financial Intermediation 
‘The reason for the existence of financial] 
etical framework is information imperfection coupled with th 
gain from specialising in the collection of information. No ; 
this model can perceive the vector of prevailing prices perf a | 
each individual’s conjectured prices, which determines theres The set 
his portfolio, will always fail to be the same as his vector of . ae 
Therefore, such a composition will always fail to minimise ee BP oe 
costs of fulfilling his obligations, when the bonds he has issucieal _ 
maturity. He must therefore continue to adjust the composition oft 
portfolio, which causes him to incur the portfolio adjustment costs mas 
, tioned above. "7 
Asa borrower, when the individual specialises in the information abe 
f the optimal portfolio composition, i.e., that which minimises his tra 
actions costs at the time of the maturity of his debt, he can reduce his ma 
below the level reached by non-specialists. Such an intermediary can thy 
issue intermediate fiat assets, IFA, of quality superior to the househol 
fiat assets, HFA, issued by non-specialists. The IFA are superior in th 
sense that they are issued at a lower mac than the HFA. The supply of 
IFA, at the same rates of return, is thus higher than that of HFA. — 
As a lender, the individual must collect information about the cor 
position of the portfolios of his borrowers. Doing so costs him the mle. 
he is an information specialist, his mle will be below that of a nom 
specialist. Being able to lend more cheaply causes the intermediary 
demand for HFA to be higher than that of non-specialists for the sam 
assets, at the same rates of return. a 
Figures 12a and 12b plot the markets of IFA and HFA, respectively 
In the first diagram, the SIA schedule represents the supply of ri : 
the second diagram, the SHA schedule represents the supply of H L 


intermediation ; | Z 
i | SS 
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Their relative positions are such that, if they were on the same diagr, 
former would be closer to the ordinate than the latter, reflecting the}, 


level of mac associated with intermediate borrowing. Similarly, ; | eer were 
schedule of households’ demand for IFA, appearing in figure 12a, Woy % 

be to the left of the schedule of intermediaries’ demand for HFA, app. A 
ing in 12b, were they drawn on the same graph. This reflects the lowery , <tr Leela 
associated with the latter. 

In our model of imperfect information, all sellers behave as » 
searchers. The consideration of the marginal revenue curve associated yi 
each demand curve in the above diagrams yields 9, and pf as theborrow 
and lending rates, respectively paid and received by intermediaries, } 
difference between both rates represents the margin of profit. 


(b) Intermediation and Pricing Control 

The government can undertake a policy of forcing non-monopolig 
pricing in both the IFA and HFA markets. This reduces the borrowinga 
the lending rates to pe,’ and pl’ respectively, but still keeps a profit marg 
for intermediaries to operate with. Moreover, the volume of lendig . 
through intermediaries expands. However, while the enforcement { | leadweight loss ¢z 
marginal cost pricing on intermediaries may be easy for they would be sm e borrowing was considered, the 
in number, its enforcement on issuers of household fiat assets may be ver xecame less apparent. The reason 1s tha 
costly, for they would be rather numerous. An enforcement of margin iminate any need for PEvare cy DOFLG, ene 
cost pricing on intermediaries only will force them out of business, becau >xpended in marketir 
it reduces their borrowing rate. . lue of those r 


(c) Intermediation and Free GFME 
While intermediaries reduce the costs of borrowing and lending, the n will outweigh the lat 
must borrow and lend at rates equal to or below the rates which ar a , 
available to households directly. The reasons are that the intermediar 
lending rate must be no greater than the household’s rate, and, that th 
intermediary borrowing rate must be below their lending rate. | 
The government’s successive offers of free GFME through the tracing‘ 
equilibrium points will greatly reduce the cost of borrowing to houschok did: 
but will not eliminate them. The resulting reduction of the househok 
lending rate will necessarily reduce the margin of profit obtained by inte 
mediaries, and, consequently, curtail their operations. 
The provision of free GFME up to the satiation level reduces the cost 
of household borrowing to zero. This totally eliminates all intermediation 
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8, 23. | >» 1970 
Be Ore eS. 2 23-120. 27. 
Mabid A. M. M. Al-Jarhi, “The Optimal Supply of Money and Optimal Mona, iley and Sons, 1959 
Policies’’, Ph.D. Dissertation, University of Southern California, 1975, Ch. Uh. Pe 
A producer with a profit motive will find it hard to sell such information be 4) BLA 
of the characteristics of information which makes it resemble public eoodsil } Sete’? inp + 
This should not be construed as “‘good” money driving “bad” money oy. | 
circulation in violation of Gresham’s Law. It would be confusing the “SUPErionip 3 Seared final tine 
of an asset in the sense of costing its user less transactions costs with its “super athe rere re 
as a store of value. } ; Fo a Ni mcg ee 
The net rate of return of an asset, 4; when multiplied by the nominal value of AMC JOUFNGL, 2 i (CCCI 
asset @,, gives the net value of services 7, ,. That net value must be gene | ent Ra at Bey ia ad 
equal to the value of real services which is, for fiat assets, equal to zero, plus SSS EN ce fn ICAP I Le ot 
value of transactions services. If the rate of transactions services obtained from, A 
is equal to |;, then: srt heats Er papa elect 
Oi Pi/ely = hi Pi, (11) FR pS RA ep ae iat ates 
which implies that Mee ee 
ijl = 2, (12) . | | AMAIA restan nes al Qie ele 
where , refers to the fatrah during which the exchanges are made. » AA anc Se Ney ed at ecares | EKC 
The attempt to exclude such effects is not due to their undesirability, but rather mic Iheory, / (August 1974), pp. 
the analytical problems their existence may cause. For a free doubling of & | | 
GFME, see, for example, D. Patinkin, Money, Interest, and Prices, 2nd ed. (Ne Money in a Simp 
York: Harper and Row, 1965), ch. II. Another case is the famous Friedm >mber 1968), pp. 713-7 
helicopter which, with an Arabian-Night magic, doubles the initial money 5: n Money in a [heory of Fir 
of everyone; see M. Friedman, “The Optimum Quantity of Money,” | 
Optimum Quantity of Money and Other Essays (Chicago: Aldine, 1969), B | ‘lu | : : 
Doubling initial holdings of GFME cannot be done here, for we are introduc scember 1971), pp. 773-783. 
them into an initially CME economy where such holdings are zero at the onl . stimal Payment Arrangements”, Journal o 
11 For a parallel treatment of this point see B. P. Pesek and T. R. Saving, Th mber 1969), pp. 706—72¢ | 
Foundations of Money and Banking (New York: Macmillan & Co., 1968). siency Of Monetary Exchange”, American 
12 It would be inconceivable, under the present assumption of information Costs, an | 
with costly transactions, to have a perfectly competitive market anywhere in th onetary Exchange’, UCLA De | 
economy. ) ovember 1° | 
13. Mabid Ali Al-Jarhi, ““The Optimal Supply of Money”’. 
14 Although this policy may change the rate of return at equilibrium in any dire 
we have, for diagrammatic simplicity, assumed it unchanged. 
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(b) In addition to the above, the present analysis assumes miniy 
mobility of capital and labour as between the interest-free and inten 
based societies. This assumption is particularly meaningful in view 7 
absence of interest and prohibition of a number of investment aveny 
the Islamic economy which are highly lucrative in the modern “ints 
laden” and capitalist societies. Free mobility of capital as betwee 


. > ‘: dd ' 
“interest-free” and “‘interest-laden” society may, other things remain 


equal, encourage flight of capital from the former to the latter, and there 
vitiate the “‘investment effect’’ of Zakat analysed in the following seeti | ihood to each and eve T 
It may be contended that such an assumption is unnecessary for it assum 
an inherent repulsion to “risk taking”’ in the richer classes of the sogie 
But that is not true for it overlooks the fact that prohibition of interes 
only one ingredient of the Islamic economic policy. This assumption, he 
ever, does not rule out state-to-state international capital transactions § ure of Fiscal Policy 
obvious reasons. 


Limitations . ered A ra ee eee 
One major limitation of the subsequent analysis is the absence of 
empirical base to support its conclusions. This is as it should be, on accouy 
of the present conditions of Muslim societies which do not provide) compatible wit 
institutional framework in which the Islamic fiscal policy based on Zak : nic fiscal policy and operation: 
has to operate. Hence, the present analysis has been attempted more orle : | 
on the pattern of scientific conjecture. The present socio-economic systen 
of the developing countries modified in essentials of Islamic cultup 
milieu has been assumed for this analysis. This writer is aware of th 
implications of this severe limitation but believes that the present analy 
is still essentially not wide of the mark and serves to provide necessar 
insights into Zakat and its relationship with Islamic fiscal policy. 
Zakat is the positive component of Islamic economics while the pr 
hibition of interest is its negative ingredient. Together they draw th 
landscape of the Islamic economy and represent, as it were, the two facet 
of the same policy. The description of Zakat (or Sadagah) in the Quran 
its exposition by the Holy Prophet through his words and actual imple. 
mentation, and its subsequent elaboration by Sahadbah (Companions of th 
Prophet) and Islamic jurists give the student of economic theory substanti 
insight into the economic and fiscal orientation of an Islamic econom : 


tability to public revenues 


Fiscal Norms of an Islamic Society 

The basic orientation of an Islamic economy? is mutual sharing of th 
community’s income between the affluent and have-nots. The rich ar 
encouraged to transfer a part of their earnings through Zakat and Sadagai 
to the poor. While Zakat is a compulsory levy, the Sadagah is a voluntar 
transfer of one’s savings. This objective may be described as that of socia 
insurance which is an obligation of both the state and the individual, We 
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should be fully understood. It involves the exclusion of such} 
wealth tax if assessed on the base of the Zakdr, that is, net wean 
the Zakai assessee and are yearly recurrent. As far as those : 
which are leviable once, such as inheritance tax, or estate 4 
they are a separate category, and are assessed on a base diff 
from the Zakat base. Hence these do not fall under the pury 
this principle. 


Given these principles the Islamic State is free to impose addity 
levies to meet its ordinary and welfare or growth expenditures. Before 
proceed to consider the economic implications of Zakdt, let us Study { 
aspect of the matter a little more closely. 


Additional Levies 

We have maintained above that an Islamic State can impose additig 
direct levies to raise its revenues. The most important of modern fig 
devices in this sphere are taxes on personal or corporate incomes. Ineg 
tax is assessed on a base different from Zakdai — it is levied on cum 
incomes and not savings, although it allows certain specific deductions, 
it takes into account neither the net savings of the assessee nor the pe 
for which he holds them intact. Consequently the third principle staj 
above does not cover it. But the exemption limit allowed under income 
laws shall not fall below Nisab. This tax is also not subject to pring 
No. 2 above since it takes into account the flow and not the magnitud 
The second important tax is inheritance and/or estate duty which isa} 
permissible as pointed out above.* Similarly taxes on professions, et 
whose base is different from Zakdt are all legitimate. Taxes on consuy 
tion expenditure may sometimes become necessary to discourage deliber 
evasion of Zakat and wilful obstruction in the fulfilment of its seconds 
function, namely, the promotion of productive investment of oné 
savings. Capital gains tax has also a different base and is levied only aton 
particular point of time. Thus quite a number of currently operative dire 
levies are permissible in an Islamic State. 

All of these and similar direct taxes are subject to variations both 
respect of the exemption limits and rates, depending upon economic an 
equity considerations in a society. A steeply progressive rate of incometa 
with a low or moderately high exemption limit is popular in most oft 
developing economies these days. But this is not a universally valid polic 
measure, for general economic sluggishness may call for an entire 
different order of things. Indications in the developing economies point 
a relaxation in this policy on account of what is popularly described 


* This is the view of the author. Other Muslim scholars and jurists hold a differes 
view and they do not accept the view that estate duty or death duty can fit into t 
Islamic fiscal framework. Editor. 
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course, under Zakat, all unemployed people will not benefit, for « 
such would be entitled to benefit as do not own Nisab. Neverthele 
budgetary surpluses or deficits, arising out of Zakdt collections max 
disbursed in a countercyclical manner, or more appropriately, as ay 
ment of compensatory fiscal policy. 

In deflationary conditions, the total Zakdt collections would declin 
spite of its fixed rate. While during the period of rising incomes, 
thriving business, Zakat levies may be paid out of the current flows 
income, during the downward swing of the economy they may constity 
charge on hoarded wealth and/or net savings. This is likely to reduge 
assessable wealth and hence Zakat collections. Together with this devel 
ment, greater deductions on expense account may be allowed in view of 
falling individual incomes. Thus the number of people assessable and 
total Zakat-able wealth would tend to decline. 

The stable tax rate combined with a variable volume of disbursemeny 
Zakat funds in response to rise or decline in total employment in; 
advanced economy serves as an automatic regulator of governm 
expenditure. This characteristic of Zakdt tax, if judiciously combined w 
Similar fiscal devices, is likely to work for stability without majord 
locations in the economy. 


The Developing Economies and Zakat-Based Fiscal Policy 
Nearer home is the question of Zakat’s impact on a developing econoy 

Most of the Muslim countries fall into this category. Let us, therefgy 
consider and analyse the impact and utility of Zakdat as a fiscal measure 
an Islamic developing economy. Such an economy shares a number 
characteristics commonly associated with a developing economy. But 
addition to these, its distinctive features are the prohibition of intere 
exclusion of speculative purchase and sale of stocks, hoarding and stod 
piling of goods with the express design to create scarcity, merchandising 
prohibited goods and services such as wines, etc. In such an economy th 
most urgent problems are development and social justice. Fiscal polici 
in Islamic developing economies would be geared towards increase 
private and public savings to release real resources for productive inves 
ment and to allocate public expenditure in such a way that it serves thety 
purpose of growth and social welfare. In what respects, and to what exten 
can Zakat collections and disbursement be of use in the implementatk 
of these objectives ? 1 


A: Savings and Investment 
Zakat levies may have two opposite effects on private savings an 
Investment. An annual Zakat levy on net savings (or net wealth) above th 


Nisab limit is likely to strengthen the propensity to consume. An individ 
Saver may derive greater satisfaction from extravagant expenditure 
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visualise a positive relationship conducive to increased productig, 
greater justice between Zakat and the fiscal policy. Zakdt levies are if 
to provide substantial funds to the state exchequer in a developing econ 
for three reasons. Firstly it would make accessible to the tax auth 
such items as are ordinarily beyond their purview. One of the featy 
backward economy is substantial investment in precious metals and la 
property as a savings avenue. This preference for non-economic invest 
in precious metals renders a sizeable quantity of national wealthy 
available for productive use and inaccessible to the state fiscal machig 
in ordinary circumstances. The Zakat levies on such “hoardings” 
discourage such unproductive investment, and provide incentive 
economic investment. On the other hand it would enable the state tolg 
fiscal hands on these items of “net wealth’’. This would provide; 
stantial funds to the state. Secondly the low exemption limit of % 
(Nisab) would enable the state to throw its fiscal net quite wide. Thin i ig Sis asec 

the incentive effect of Zakat would be likely to increase pronan : | x= hie RRS te pee ms 
ment, and hence net s savings in the economy. As this happens the bh ea hlen tt Set ane BOL 
the Zakat levy would widen, bringing in more resources. BADDE TESS LO PLOCUCE 

But more important is the disbursement of Zakdar funds. In this conp bstnument OF active Nscal.f 

tion we will consider the avenues of expenditure and their modus operay Re Ee 
The Qur’an® has specified clearly the categories of people, and theaven or productive investment in- 
on which Zakat collections can be expended. The categories of pe ms or industries owned by 
entitled to benefit from Zakdat are the poor, the pauper, the indebted, iled with overall investment 
wayfarer, the new converts and the avenues have been enumerated as 1S would serve two purposes at 
liberation of Slaves, maintenance of Zakdat administration, and last but} 1a minim! € the non-investme nt 
least “‘in the path of Allah”. Without going into the details of the min stantial and regular transfer 
interpretative analyses of each of these categories and avenues by oT 1al propensity to cor 
leaders of Islamic jurisprudence, we may rest satisfied, for the prese ) 

with their apparent meanings and consensus regarding the last-mention 

avenue. | 

It may be noted that this detailed specification of the items on whichtt 

Zakat fund can be expended is eminently useful in the context oft 

experience of many developing economies in the modern world. As poin 

out by a host of economists, such as Myrdal, Bauer, Ursula Hicks, Nurk 

Chelliah, an economically appropriate allocation of public expendil 

between competing needs of growth and equity has been one of the maj 

headaches of the developing economies in recent times. Swayed by sh 

term political considerations or ideological indoctrination, the goven 

ments in the developing countries have tended to ignore long term grow 

needs and have wasted scarce resources on wrong notions of social just 

or short term schemes of welfare. On the other hand, we have notic 

excessive emphasis on production planning weighted in favour of scher 

with long gestation periods and increased investment in capital goo 

industries, at the expense of improvements in the standard of living oft 
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which is most likely to be the case for people below the poverty line, | 
amount would be expended on the purchase of consumer goods, 
resources would thus be lost for ever in so far as the recipients are, 
cerned, with the exception of such cases, and such parts thereof, as 
spent on the improvement of the productive efficiency of the spender 7 
economy may benefit in so far as the additional demand for congy 
goods increases production and employment. The resultant multip 
effect however is likely to be low on account of the strong probabilityy 
such funds would, for the most part, be spent on non-durable congy 
goods. If however, the same amount was invested in productive aetiy 
a regular flow of income would accrue to the recipients, while the 
amount would not only remain intact but may progressively incre | -atine the comp 
depending upon the rate of profit and the immediate expenditure need I EOE 
the recipients. At the same time assuming income multiplier equal ET Rath oieint 
which is the value usually assigned to it in the developing economies, Zakat disbursement 
said amount would benefit the economy three times its original value oe TH een an relent 
The periodical net profits from such enterprises would accrue to” en Aint, Wee 
shareholders, the recipients of Zakat who have agreed to invest there | SO eae ear 
But such of these as opt for employment in these undertakings we AER SS BES 6 tS a= ) 
benefit on two counts, both as shareholders receiving dividends and i ale 
wage-earners. With the lapse of time, many one-time recipients of Zak =a ee I re ee 
may not remain eligible for it. Yet they would continue to receive inet PAIN 8 5 ao 
from these undertakings. The savings from such enterprises may either 
ploughed back into the same, or elsewhere. It must be noted, however,t | weeeet 
such corporate net wealth would be assessable for Zakar in the per <a ea ee 
subsequent to the payment (or investment). There is every likelihood th ; Tp SE 
individual’s net wealth built up through these investments would al PUNT ewe e ? 
attain the Nisab limit after a few years and become assessable for Zak aS an ae a 
In this way the expenditure of Zakat funds would have a multiple effectt aE ae 
the economy. It would gradually eliminate poverty instead of provid 
recurring financial support to the same set of people. It would incre 
employment and income in the economy, thereby raising the standard 
living in the economy. And lastly it would enhance the aggregate volu 
of Zakat collections. 


Investment in Welfare Services 
Zakat funds may also be allocated to those avenues of public expenditu 
which improve the working conditions and the efficiency of the eligit 
recipients. Improved housing facilities, health services, training pf 
grammes, educational institutions and a number of similar services ma 
be initiated for this purpose. In this fashion, the welfare function of publ 
expenditure would be promoted. A survey of the poor economies of tod 
reveals the alarmingly low ratio of such expenditure to GNP in many 
them. If even I per cent of net national! wealth, not current national incon 
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Economics of Curing the Poverty Dilemma” (p. 14) in AMSS: Proceedings : 
Third Seminar, Gary, Indiana, 1974. 
It may be noted here that, contrary to the opinion of some Islamic JUTIStS, the 
no compulsive direction in the Qur’an or the Sunnah to disburse the Zakéi 
tions immediately. If Zakaz is intended for the benefit of its poor recipients, it. 
require both its immediate transfer, and/or its retention depending upon y 
serves their interest better. 

Cf: Kahf Monzer, “A Model of the Household Decision in the Islamic Beonas A 
in AMSS: Proceedings, op cit. (p. 21). f 
See Lewis, W. A., The Theory of Economic Growth, London: 1963 (low p- 

edition), p. 33. a 

The Qur’an IX: 60. 

It would be highly illuminating to attempt a calculation of the ratio of 

revenues to total public revenues in an Islamic economy. But an empirical inye 

tion is not possible for various reasons. Yet a scientific conjecture can be mas 

keeping in view the following features of Zakdt levy: (a) It is a tax (say, at a congs 

rate of 2.5%) on net national wealth (that is investible goods). (b) Most of # 

amount is specifically earmarked for expenditure on the welfare of the poo, 

would be very difficult to attempt such a calculation in the present study. assifv 
sake of tentative illustration, let us assume that GNP is equivalent to net : ye ee eae 
wealth (minus those owned by authorities). Suppose further that public reve : hy CR NST 
constitute about 25% of GNP. In that case about 10% of total public 


" .S ev neipv in 
would be spent on the welfare of the poorer sections of an economy. This estimg or sting futures. 
is, however, only illustrative and open to substantial corrections in the light of by n ant for a discussion ab 
an accurate assessment of the ratio between Zakar assessable non-state net weal F ake TOA OR GiGi 
of the economy and GNP, on the one hand, and GNP and public revenues, on =e Pa REP POOR ei ee 
other, and future empirical investigation. he fon be ey A ee ¥ 
, or ns WCcH ac oO 
ms about a des irabdie fui ire 
nceation for our dis CussIon : One 
iding on one s interests and 
discussion on the 2oli ical 


: =acy + ~~ : . - 
Tc CawT o} 4 ii _ tie Iis 


iy ; Ti 


132 Islamic Economics 


a reference to these categories in a wide spectrum of writings suffiga: 
diverse to include Ibn-Khaldun, the American literature on the sox 
Policy Sciences and the works of Communist strategists such as Mao. 
Lenin.* There are grey areas in between Theory, Policy and Practice, 4 
that aspect of it is most crucial. It is the task of any leadership to hy 
clear vision of what falls in which category. A choice of this nat, 
quires both technical competence and an artful intuition aboyp 
political environment. 

This paper is an attempt to perform a two-fold task of: 

(a) Clarifying the distinction between Theory, Policy and Practicg 

(b) Focussing on the Policy aspect of Islamic Economics. 


A Framework for Policy Formulation 
Policy Formulation is usually for a middle range time-period, let usy 
for a period from five to fifteen years. It is our hypothesis that for thisi han with values tf 
range, the objectives of political leaders play a decisive role in the deg ) « -ral reas 
mination of economic relationships. In this statement, we are making 
explicit disagreement with the orthodox Marxist and Liberal concept | : 
about economic determinism.* At any stage of human history and meg i with the immec 
of production, political leaderships are faced with a number of chog tract. Thirdly, the pu 
regarding economic relationships. We argue that within the parame Onscious anc 
which are provided by long range forces, political leaderships make t ar in goals which 
decisive choices. Therefore, a discussion on economic policy or strate The rigidity on goals 
must contain a discussion of the objectives of political leaders.* 1and, it is also imperative 
Political leaderships can be divided into several types. We have chos 10uld rise with a renewed en 
two types that we think are most inclusive and explanatory for ¢ > that the history of any 
purposes: ng struggle between these twc 
(a) Goal-Oriented Leadership. co yet ia Casal tama pate 
(b) Value-Oriented Leadership. : PRP ne bates aia ye a ee 


This division is based on the categories of human motivation provided! 
Max Weber.* Max Weber has two other categories: effective or sent 
mental and traditional motivations. The difference between these and th 
earlier two categories is that these (the latter two) are not basedo 
calculation, and hence are in a way not rational. We assume thata 
political leaderships in our times are rational. However, one type 
rationality is based on the pursuit of values and principles, the other ty 
of rationality is based on the pursuit of goals only. 

The political leaderships in the Islamic community of our time cai 
divided into goal-oriented leadership and value-oriented leadership. As 
shall explain below each leadership has elements of the other category 
However, the driving force in each case is represented by one moti 


To repeat, our division into ideal types is formal and not based on evidenc 


from the empirical world. 
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our use of empirical examples may be lacking in accuracy. Nevertha 


our purpose of laying out a theoretical framework for further anal 
be served. 


High Road Strategy 
(A) The proponents of this strategy comprise of the revivalist movem 

which have operated in almost all Muslim countries in this cent € divide 

almost all cases their organisation was established during the period of 

struggle of Muslim peoples against their colonial masters. The imme 

humiliation of foreign rule inspired a devotion to the forgotten valug 

Islam. In most cases the Revivalists provided the ideological 


independence movements. The treasured Muslim value “sovereignty 
none other than Allah” was invoked with great intensity. The “Sovereig 
of Allah” was a value; national independence was a goal. Gradually 


goal took precedence over the value. And in almost all cases, the Reyiy a age Pay 
groups were pushed to the back seat during the final stages of independe iN ere eae en 
movements, or very soon afterwards. «pl SATA RR aR 
Consequently the High Road Strategy groups of today are very ye) a ares ee, 
non-governmental groups. They, generally, constitute the sentiments or | FL pee ae 7% 
organisation of opposition to the ruling regimes in the Muslim counth | | 
To summarise, their first characteristic is that they are non-governme} | lk RR i ORE ge TE 
often opposition groups. | > a ace ea caries a a 
Secondly, they are organised on a national basis. Since in each caset} Siete Licker ge tae 
emerged during a period of struggle against colonial rule and Ww ae ee tee 
important members of independence movements, the locus of th Rene gro Ae DoE OCI BLOM, 
organisation was coterminous with that of the independence strug A Ne a aa tat a he 
second characteristic of the proponents of the High Road Strategy isth nh il et A Td 
they are national in organisation. 
Thirdly, in almost all cases these groups were involved in bitter confi 
with the post-independence regimes, which resulted in a substantial 0 
migration of their prominent members. An unanticipated result ¢ t 
out-migration is the creation of certain transnational links among ther 
The third characteristic of the High Road strategies is that they seem to 
acquiring a transnational organisation. ® 
(B) By our definition, the objectives of High Road Strategies are valu 
oriented. In the realm of Economics, these values are related to aie : 
such as, production, distribution and consumption of wealth. Sine 
relevant unit for the attainment of these objectives happens to be ns 
state, their activities are focussed around the domestic politics of na 
state. The tendency to concentrate on domestic politics is further: : 
forced by the national form of their organisation. 
To summarise, the objectives of High Road strategists are valerie € 
and related to domestic politics of nation states. 


—— 
er 
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To summarise, we can say that the motivations of High Road Strate, 
are basically altruistic. | 


Low Road Strategy 

(A) The proponents of this strategy belong mainly to the Mode 
movements. The Modernist movements, like the Revivalist movem 
arose in response to the colonial domination of the West. They, like 
Revivalists, chose to fight the colonial West. But, unlike the Rey 
they were markedly influenced by the secular philosophy of We 
political thought. While they did not renounce their identification 

Islam, their concern was not the revival of Islamic principles, 
activities became focussed around the establishment of independent 
modern nation-states. Their identification was with the community 
Islam but not necessarily with the principles of Islam. In most cases} 
did not express explicit disinterest in the introduction of Islamic pring 
On the contrary, the need for such an effort was given some appro 
Nevertheless, the main drive behind their activities was national a el 
ment and modernisation. 

Since the leaderships of the independence movements in the Mus 
countries were largely composed of modernist elements, they constit 
the national governments after independence, as political leaders ore : 
servants. Therefore, the first characteristic of the Low Road Strategistsisi 
they are composed largely of governmental or semi-governmental grou 

What is the scope of their operation regarding Islamic Economie 
This is rather interesting because of a paradox. The scope of the activi 
of national governments regarding Islamic Economics 1s internatiot 
Various national governments of Muslim countries have sought 
operation with other Muslim countries on the basis of Islamic solidar 
This is paradoxical because the Revivalists, who tend to be more uni 
salistic in their ideas tend to operate nationally, and the national gove 
ments, who by definition are particularistic, tend to operate internationa 
But, despite this apparent paradox, the international focus of the L 
Road Strategy is understandable. The domestic application of Isla 

Economics requires a structural change in conformity with Islan 
Principles. This is not the primary concern of the Low Road Strategy. 

On the other hand, the international application of Islamic Econo 
primarily demands solidarity in the international Muslim community. A 
since the latter interests the Low Road Strategy, its activities tend to be 
the international field. The second characteristic of the Low Road Strat 
is that the focus of its activity is international. 

(B) By our definition, the objectives of the Low Road strategists 
goal-oriented. These goals can be generally described as economic grow 
industrial development and higher standard of living. In order to achi 
these objectives, the Low Road strategists lay emphasis on cert 
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predominance and the frequency of the occurrence of a certain chs 
teristic. Why do we find this phenomenon in history? Different ¢ 
scientists have suggested that human actions have a tendency towards 
equilibrium. The path of human endeavours is not from one equilibriyp 
another disequilibrium.?* Societal action, they would argue, is gene 
by an interplay of surpluses and deficits, to use the jargon of economig 
is precisely this characteristic of human action which brings about 
predominance of a certain quality in every age. The task of a prudentg 
creative leadership is to make a correct judgement about what is m 
required in its age. A correct judgement on this would enable the leaderg 
to shape the future according to its vision, rather than react to cirgy 
stances casted by others. He who has a correct judgement of his enpiy 
ment Can exert great influence in shaping it. Regarding the subject off} 
paper, we can argue that a successful Islamic Economic Strategy mus 
based on a correct assessment of the socio-philosophical environment 
our age. 

What is the predominant characteristic of our environment? By its 
nature, this question needs extensive discussion on the one hand, and : 
be answered only in speculative terms on the other hand. To the author 
this paper, it appears that future historians will remember our age asi} 
Age of Justice. Our age has witnessed an intense interest in justice Wi 
nations and justice among the larger community of nations. To say th 
ours is an Age of Justice does not imply that justice prevails in oura 
This would be as wrong as, for example, assuming that reason pre 
in the so-called Age of Reason. Reason was not prevalent but the ideal 
Reason was the most appealing and affective ideal in that age. So may 
Our case: justice is certainly not prevailing today, but it appears to} 
most needed. As an ideal, it has and, perhaps, will continue to warmth 
hearts of those living in our Age. A Strategy for Islamic Economics shouk 
in my opinion, give a special place to the notion of economic and s¢ OC 
political justice. 

Depending on their judgement of the environment, and as a function 
their objectives and motivations, different groups in an Islamic ¢¢ On 
munity are bound to come up with different strategies for Islamic Eco 
omics. A study of policy formulation must include the process of ir 
action among these competing strategies. 

In reference to the earlier sections of this paper, we shall now look ia 
the process of interaction between High Road and Low Road Str 


Interaction Among Competing Strategies 

The two strategies have certain similarities and differences. In 
the scope of its desired activities, the High Road is inclusive of the activiti 
of the Low Road. In other words, the High Road includes the objectives 
creating a Muslim community but goes beyond that in insisting that th 
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formulating a Policy for Islamic Economics. The first step was relare 

| the Actors, the second to the Environment, the third to the Interacties 

| In the third step, we underscored the need for a strategist to deter 

I whether his interaction with competing strategies will be based 
antagonistic or un-antagonistic pattern. 


- 
f 
- 


Interaction Among Muslim Economists 

Towards the end of this paper, I shall make a diversion from the 
cussion on interaction among competing strategies to interaction am 
economists. Muslim Economists are making an effort to work oy 
Theory and a Policy for Islamic Economics. In their effort to do this, } 
should they communicate among themselves and with the larger gg 
munity of Muslims? In order to answer this question, we should say aj 
about the functions of an economist in general. Of the several funety 


they perform, the following come readily to mind: 


(1) Explanation of the existing economic relations in a society, ~ 

(2) Make projections into the future, based on a knowledge off 

“anatomy of the existing economic system. 

(3) Help in economic planning, based on an understanding of { 

above two. } 

(4) Lay out a framework for basic transformation of existing econo 
relationships. 


The last of the above functions is performed by unconventional eg 
omists. This activity goes beyond conventional economics to the borde 
of philosophy and covers all areas of social sciences. The system tra 
formation function requires a holistic understanding and a vision into 
future. Since it deals with a non-existing system, it is less concerned W 
qualities required for the implementation of an existing system. Because 
their lack of interest in conventional techniques, system-transformati 
economists are sometimes relegated to a low status within the domina 


Heilbroner introduces us to a system-transforming caste of econom 
philosophers who formed an ‘‘Underworld of Economics’’.’® The domina 


explains, develops during a period of basic agreement on a system. 
I take the opportunity to indicate this subject for discussion because 
feel there should be greater clarity in our mind about: 


(a) The relevant techniques for a group of economists interested 
system-transformation. 


I would not hesitate to point out a contradiction inherent in the abo 


academic tradition.14 In his study of economic philosophers, Robe 


tradition, then, comprised of the early mathematical economists Ii 
Edgeworth, Walras and Jevons. Mathematical Economics, as Heilbron 


(b) Our relationship with the dominant academic tradition of our time 
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13. Most notably see: 
Albert Hirschman, A Bias for Hope, Yale University Press, New Hay 
London, 1971. a 
, The Strategy of Economic Planning, Yale University Press, New Haven 
Gunar Myrdal, Economic Theory and Underdeveloped Regions, Harper Torch), 
Harper and Row Publishers, 1957. | 7 Ah 
For interesting insights into the sociology of knowledge, particularly on thea / HVW1itly 
of new paradigms, see: z 
Thomas Kuhn, The Structure of Scientific Revolutions, The University of Chg 


Press, 1970. 
15 Robert Heilbroner, The Wordly Philosophers, Simon and Schuster, New Yo 
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necessary as the striving for truth and the acquisition of knowledges ii) and “welfar 

Khaldtin emphasised that the institution of caliphate is a shar‘i oblig, zeneration Oo 

and that Muslims are obliged to establish and maintain it.® Similar j Iring 

were expressed by Ibn Taymiyah,’? Shah Wali-Allah® and a numb. nsio 

other scholars. Such an attitude toward the state is quite natural, ould reflect the. 

Islam advocates certain goals and ideals which would be difficult of f all people 

alisation without a value- and goal-oriented state. This idea was expre articularly stressed by 

beautifully by the famous Muslim poet-thinker Muhammad Iqbal (d 9 ponsible for the affairs o 

when he stated that “‘the state ee to Islam is only an effort to reg l-being will not ente 

the spiritual in human organisation’’. >rophet clearly appreciatec 
Thus the state is viewed by Islam as an instrument for the realisation : y numerous utterance 

the ultimate goals, both spiritual and material, of the Islamic society. Hg sovernors. ‘Umar, the 

ever, the authority exercised by the state is not absolute. It is a trust fj 10r of a province: ‘‘The best 

God and 1s to be exercised in accordance with the terms of the trust as}, =r and the worst of therm 

down in the Shari‘ah. Two of the most important terms of this trusty : ® Muslim jurists hav 

that the state should be democratic and welfare-oriented. | fare of the people and relieving 


" 1, nha nence oT tr 
Democratic Orientation liph Haran al-Rashid by 
Sovereignty, according to Islam, vests in God. It is only His Will t 1e welfare character of the 
should prevail in this world. Says the Qur’an: ent in the writings of medieval 
Is it not His to create and to govern? (7: 54) l-Ghazali, Ibn Khaldin, Ibr 
Sovereignty is for none but God. (12: 40) ice in the Qur’an and Sunnah 
Follow the Revelation sent to you from your Lord, and follow m | fare function of ie Islamic 
as friends or protectors, other than Him (7: 3). ye absolutely unjustihMed nc 
The sovereignty of God implies the rule of the Divine Law as revealed} 
Him in the Qur’an to the Holy Prophet and as elaborated in the Prophet 
sunnah during the course of his mission. Man as vicegerent of God@ pga le 
earth (2: 30, 6: 165) can neither make nor abrogate the Divine Law. ae ape iS fa : 
SIC pili DpDHhY OL WIL 


must necessarily submit to it if he realises that the All-knowing God inl 
Great Wisdom is the best guide of man in all his affairs. Given the Divin 
Law, all individuals who submit to it must be partners in its implement 
tion. Hence, once the sovereignty of God is recognised, the authority fori 


establishment is vested in the whole wmmah and is to be exercised in th : 


Py 


light of the Qur’an and Sunnah through the democratic process of consult 
tion with the uwmmah,’° (or its rightful representatives) as the Qura 
enjoins: 

And consult them in affairs. (3: 159) 

And they conduct their affairs by mutual consultation. (42: 38) 


Welfare Commitment 

The mission of the Holy Prophet is defined by the Qur’an to bea mercifu 
blessing (rahmah) for all mankind (2: 107). Some manifestations of tk 
merciful blessing are stated explicitly in the Qur’an. These include, among 
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The concept of welfare in Islam can hence be neither exclusively “of 
worldly” nor purely “‘this-worldly”’. While urging Muslims to gain mag 
over nature and utilising the resources provided by God for the s¢ oe ory ee eh 
betterment of mankind, Islam warns Muslims against single-min Srey OF 
concentration on material acquisitions as the highest measure of hy REE pit 
achievement and ignoring the indispensable spiritual content of the hug FEA ES ea Bees Be 
self. Islam rather provides a spiritual orientation to al] material effong ES Ae RTE 
creates a harmony between the innate spiritual and material urges | aR ae SS 
individuals and groups. Islam has so firmly and exquisitely dovetailedt S Lae ers 
spiritual and material aspects of life that they may serve as a source PCS Ea es 
mutual strength and together serve as the foundation of true human welf NASI NN ae eer eh 
and happiness. According to Islam, negligence of either of the two aspe MASI Sealed a ia cretom 
of life will prevent mankind from achieving true welfare. In fact thereis Maids eee COR 
division between material and spiritual aspects of life in Islam. All hum LISBOA USNS ESI eh 
iditions conducive to the 


effort whether for “‘material’’, “‘social’’, ““educational’’, or “‘scientific” po : ae 
Is spiritual in character as long as it conforms to the value system of Isla yhole Islamic w 
Working hard for the material well-being of one’s own self, familya | be 
society is as spiritual as the offering of prayers, provided that the mater m in the individual an 
effort is guided by spiritual values. This synthesis of the material andt | ye in three maj or direc 
spiritual is what is missing in the welfare concept of the other two syste , » the creation of homes 
capitalism and socialism, as they are morally neutral. . amic moral teaching 
This teaching has infiltrated all Muslim thinking throughout the age ed a blueprint for fostering loy 
Ghazali defines the objective of the Shari‘ah to be the promotion of welfa : 1among the members of the 
of people which lies in safeguarding their fajth, their life, their in ; ating a suitable environ 
their posterity, and their property, and concludes that whatever ensuresth n. Second, the Islamic state must 
safeguard of these five serves public interest and is desirable.** Ibna | ild of Islam so that edu Ce tiona 
Qayyim emphasised that the “‘basis of the Shari‘ah is wisdom and welfa vomen imbued with thei deal isc of Islar n 
of the people in this world as well as the Hereafter. This welfare lies} ns and values of Islam which are 
nflict the prescribed penalties 


complete justice, mercy, welfare, and wisdom; anything that departs frot 
justice to injustice, from mercy to harshness, from welfare to misery ai 
from wisdom to folly has nothing to do with the Shari‘ah’’.** 

This is, of course, a general indication of what is implied by welfarei 
Islam. More specific positions have been taken by the Shari‘ah on man 
issues, which need not be elaborated here. In brief it may be stated that th 
welfare of individuals in an Islamic society may be realised if there is: 


proper environment for: 


(a) a fuller realisation of Islamic spiritual values in the individ 


well as in society, 
(b) an adequate fulfilment of all basic needs of life. 


These are briefly discussed below under the spiritual and material rc 
of the state. This dichotomy is only for the convenience of ie 
does not imply a separate identity for the two roles which are losel 


integrated. 
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general human welfare, and at least, for eradicating poverty and fulf 
the basic material needs of all people. 

There can be little dispute that some of the basic material needs 
individuals that must be satisfied are: 


(i) training and education to develop the innate abilities of the iy 
vidual and to enable him to cater for his well-being independe 
without becoming a burden on others; | 

(ii) a suitable job, profession, or trade in keeping with his aptitiy 
ability, ambition, and needs of society so that he and society b 
benefit from his ability and training; 

(iii) adequate food and clothing: 

(iv) comfortable housing; 

(v) a generally healthy environment combined with appropriate medi 
facilities, and 

(vi) adequate transport facilities to enable a worker to commute to 
place of work without unreasonable discomfort and to convey 
product to appropriate markets at reasonable cost. 


These material needs of the individual and their fulfilment have been 
explicitly recognised by the Shari‘ah that quotations from the Qurana 
the Sunnah and Islamic writings would be tantamount to elaborating! 
obvious.** 

The fulfilment of these spiritual and material needs of individuals an 
society would naturally necessitate the playing of a vital role by the st 
in the economic system of Islam. Nevertheless, it may be stressed heref 
the sake of clarity, that itis basically the moral responsibility of the individg 
to cater for his own needs through his own volition and effort. Islam ca 
gorically condemns begging and sloth and places great stress on hard wor 
The Prophet enjoined: ““‘Beg not anything from people’’*® and that: % 
man has not earned better income than that which is from his oy 
labour’’.*® ‘Umar, the second Caliph, symbolised this Islamic teaching f 
earning one’s own livelihood through hard work by saying: “No oneo 
you should stay away from seeking livelihood and say: ‘O God! Give 
sustenance’, for the sky will not rain gold and silver’ ;*° and that: 
of the bounty of God and be not a burden on others’’.*! 

The individual is not only expected to work for his own livelihood an 
welfare but is also expected to do his best on every job or mission | 
undertakes. ““God desires that whenever anyone of you performs a je 
he does it perfectly.”’** In fact the spiritual and material goals of the Islam 
society cannot be fully realised until all Muslims, men or women, put fort 
their best in keeping with the optimum potential of their God-given talent 
Although it is essentially the responsibility of the individual to depen 
on himself and to try to do his best, the market forces need not alway 
automatically be conducive to this. And even if the individual does hi 


150 Islamic Economics 


(5) to arrange social security and foster equitable distribution of ing 


and wealth: 
(6) to harmonise international relations and ensure national defen 


There ts no specific significance in the order in which the above fungt 
have been stated. All the functions are important and none may be ignoy 
Each of these functions is briefly discussed below. 


(1) Eradication of Poverty, Full Employment and Optimum Rate of 
Growth 
Since economic resources are a trust from God, it is the moral obliga 

of the trustee to employ these resources efficiently to realise the purpos 
the trust which is the welfare of all the vicegerents of God. This natur 
implies: firstly, eradication of poverty and satisfaction of all basic hug 
needs; secondly, full and efficient employment of al! human and mate 
resources to attain an optimum rate of economic growth and improve 
standard of living of all people; and, thirdly, avoidance of conditic 
generating deficient or excess demand and leading to unemployment 
inflation. The word “optimum” has been preferred here in place of “ma 
mum” or “high”? to allow for a margin for harmony with the goals 
spiritual uplift and social welfare. This is because economic growthisn 
an isolated phenomenon and Is to be viewed against its impact onf nt ir 
moral fabric of Muslim society, the goal of social and economic justi igh ir 
and the overall “‘welfare’’ of a// people. 

For a realisation of this objective it would be incumbent upon the Islar 

state not to leave the essential function of allocation of resources, partie : late 

larly scarce resources, or the determination of aggregate demand to th heel 
unhindered operation of blind market forces. It should itself play a posit} 

role and consciously contribute towards the attainment of desired goa | st of mili 
through (1) rational planning, and (11) building the necessary physical a 7 > 
socia! infra-structure. 


(1) Planning. It is now widely recognised that undisciplined self-intere 
and unguided play of market forces may not always work out for the be 
of all strata of society and may not necessarily lead to optimum efficienc 
in the use of resources because of limitations of individual horizon, lack 
@wareness or appreciation of social costs, and unbalanced growth} 


different sectors of the economy unrelated to the welfare needs of th 
people. The Islamic state should, therefore, resort to planning and playa 
active role in the implementation of its plans. | 
The need for planning does not imply that the Islamic state can resor 
to regimentation or unscrupulous control of the private sector. What 
does imply is that instead of leaving the allocation of resources and th 
management of aggregate demand primarily to the blind interplay ¢ 
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education is necessary. Educational efforts must, however, go bey, 
attempts to increase the degree of literacy, for literacy is only a Mean | 
real education and not an end in itself. The general aim of education ps cogent 
Muslim society must be to raise Muslims who would conform to the id a Seepea ES. 
laid down in the Qur’an and the Sunnah, to introduce the process of cha A brea 
that would bring about the Islamic environment, to teach ever-new sh 
and to stimulate the incentive for research and invention of new techr 1 
of production and distribution so as to utilise God-given resources me 
efficiently. The education system, in addition to building upright m 
character, should also inculcate in the student the spirit of hard worka 
efficiency, economy and frugality, avoiding waste and extravagance, g 
making productive investment of savings so that in addition to the i in 
vidual, it benefits society in general as well. | 
If education is one sphere of social capital towards which the governme 
should take positive steps, another is public health. The Prophet declar 
that “a strong Muslim is better and more beloved before God thanay 
one’’,*® and that “cleanliness is half of faith’’.** Therefore, it may} 
inferred that it is the responsibility of the Islamic state to provide a health 
environment combined with adequate medical facilities so as to impro 
the health and efficiency of people and to reduce suffering from sickne 
and disease. With respect to a clean and healthy environment one mayak 
argue in favour of better sanitation facilities, curbing of ee nt 


vision of clean and safe water supplies, hygienic and comfortable hous 
and clearance of slums. 


appropriate direc 


>ontrols, to minimise 


| ) / interdependent and where the 
(2) Stability in the Real Value of Money ; 


| iustrial Countries are respon- 

One of the most serious problems of contemporary society is persisten > instability, it may not be possible for 
inflation with accompanying decline in the real value of money and mone jual Muslim country to achieve 
tary assets. This is not because inflation and growth are necessary counter - industrial countries follow saner 
parts of each other but because of a number of inflation-prone post-Wat e shoul | 


12 n isiamic state snould itselt 
phenomena which it is not necessary to delve into in this paper. In fac : bility hould be de 
stability in the real value of money is vitally important not only for the 
continued long-term growth of an economy but also for social justice an 
economic welfare. 


Honesty and justice in all measures of value has been unequns all 
stressed in the Qur’an: 


And give full measure and weight with justice (6: 152). | 
So give full measure and weight without defrauding men in thei 
belongings and do not corrupt the world after its reform. This | 


better for you, if you are believers (7: 85; see also, 11: 84-85, 17; 
and 26: 181). 


These verses should be considered to apply not only to individuals but lsc 
to society and the state and should not be confined merely to conver 
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On the basis of this, Muslim jurists have unanimously stressed the gy 
of the Islamic state to safeguard the life and property of all indiviq . : 
within its boundaries*® so that, in the words of the Prophet, “a won Jindividu 
travelling alone from Hira’ to the Ka‘bah feels such security that she} : 
fear of none but God’’.*° ‘e, the ultimate 
(4) Social and Economic Justice ‘ween the employ 

Since Islam considers mankind as one family, all members of this fan specitying norm 
are alike in the eyes of God and before the Law revealed by Him. Ther ustice between them 
no difference between the rich and the poor, the high and the low, orf itribution to output and itis 
white and the black. There is to be no discrimination due to race, colg mployee. Three persc 
or position. The only criterion for a man’s worth is character, ability, ay ispleasure on the D: 
service to Islam and humanity. Said the Holy Prophet: “Certainly Gg | venant with God; he whc 
does not look at your faces or your wealth; He looks at your heart ap =ngages a la | 
your deeds’’.*? “The noblest of you are the best in character.”* Toh ay him his e. Thi 
even more emphatic the Prophet warned of the disastrous consequencesg -qual footing with contra 
discrimination and inequality before the Law for an individual ora nat >a free person suggests 


Communities before you strayed because when the high committe SN AS yarn DESI SAS: 
theft they were set free, but when the low committed theft the la Dourers ot ber 
was enforced on them. By God, even if my daughter, Fati 

committed theft I will certainly cut her hand.** | 
Whoever humiliates or despises a Muslim, male or female, for 
poverty or paucity of resources, will be disgraced by God on the 
Day of Judgment.** | 


6 
/ — ~ ~ 


‘Umar, the second Caliph, wrote to Abt Musa al-Ash‘ari, one of hig 
governors, asking him to treat everyone before him alike in respect so thaf 
the weak did not despair of justice from him and the high did not craye 
for undue adyantage.*® This spirit of social justice thoroughly permeated 
the Muslim society during the period of the first four caliphs, and even ig 
the later period, though a little subdued, did not fail to find its manifestatio 
on several occasions. It may be pertinent to quote what the renowned jurist - 
Abit Yusuf wrote in a letter addressed to Caliph Harin al-Rashid: “Treat 
alike all individuals irrespective of whether they are near you or remote from 
you’’, and that “‘the welfare of your subjects depends on establishing the 
Divine Law and eliminating injustice’’.*® 
The Islamic teaching of brotherhood and equal treatment of all indi- 

vidualsin society and before the Law would not be meaningful unless accom- 

panied by economic justice so that everyone gets his due for his contribution 

to society or to the social product and that there is no exploitation of one 

individual by another. This point is also very well stressed in Islamic 

writings. The Qur’an urges Muslims to “‘withhold not what is justly dueto 
others” (26: 183),*”? implying thereby that every individual must get what 


, . 4 hon : ea URAII ~jt. 

TOT) yodu has made YOuUT SUD- 
indger him. iet him teed him 
um With What ne cliotnes 
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is really due to him, and not more by depriving others of their share. The 
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through inculcation of Islamic work ethics in employees and impart} 
appropriate vocational education. 


(5) Social Security and Equitable Distribution of Income and Wealth 

Given the commitment of Islam to human brotherhood and to §§ 
and economic justice, gross inequalities of income and wealth couldg 
be repugnant to its spirit. Such inequalities could only destroy rathert 
foster the feelings of brotherhood that Islam wishes to create. Besi 
since all resources are gifts of God to all human beings (al-Quran, 27) 
there is no reason why they should remain concentrated in a few han 
Hence, Islam emphasises distributive justice and incorporates in its syste 
programme for redistribution of income and wealth so that every individ 
is guaranteed a standard of living that is humane and respectable and 
harmony with the dignity of man inherent in his being the vicegerentofG 
on earth. A Muslim society that fails to guarantee such a humane stand 


Muslim who eats his fill when his next-door neighbour is hungry”.** 


Hence, Islam emphasises distributive justice and incorporates in’ 
system a programme which seems to contain the following five essent 


elements: one, as discussed earlier, making arrangements for training, 4 


employed and looking for work in accordance with their ability; i 
enforcing a system of “‘just’’ remuneration for those working; three, makig 


compulsory arrangements for insurance against unemployment and oeg 
pational hazards, old-age pensions and survivors benefits for those wh 


can afford to provide for this; four, providing assistance to those wh 

because of disability, physical or mental handicaps, or adolescence a 

unable to support themselves or to attain a respectable standard of livin 

by their own effort: and five, collecting and distributing Zakat and enforen 
Islamic teachings related to the division of the estate of a deceased perso 
to accelerate the distribution of income and wealth in Muslim society s 
that, in the words of the Qur’an: “‘wealth does not continue to circula 
merely among your rich” (59: 7). 

It is the duty of the Islamic state to ensure a respectable standard) 
living for every individual, who is unable to take care of his own needs ant 
hence requires assistance. The Prophet clearly declared that: “He who 
God has made an administrator over the affairs of Muslims but remait 
indifferent to their needs and their poverty, God will also be indifferent t 

his needs and poverty’’.®* He also said that: ‘‘He who leaves behind hin 
dependants, they are our responsibility,°* and that “‘the ruler [state] is thé 
supporter of him who has no supporter”. °® These and other similar hadith 
lay down the gist of Islamic teachings in the realm of social security. 
‘Umar, the second Caliph, explaining redistributive justice in Islan 
emphasised in one of his public addresses that everyone had an equal right 


is really not worthy of the name as the Prophet declared: “He is notafr 


then rendering assistance in finding gainful employment to thosey 
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tion of income and wealth are implemented, and if the Islamic 


inheritance is enforced, there will remain no gross inequalities of j 
and wealth in Muslim society. 


(6) International Relations and National Defence 

With respect to the wider sphere of mankind and the Muslim wmm 
is the responsibility of the Islamic state to try to make as rich a contrib 
as it can toward the spiritual and material uplift of mankind. If resoy 
permit, it should provide assistance to relieve hardship and prog 
growth and accelerated development in deserving countries. The guid 
principles of its policies in international economic relations may iH 
light of Islamic teachings be briefly stated to be: one, to co-operate jj 
matters contributing to “righteousness” and “‘piety” and to refrainf} ‘ant ser 
co-operating in “aggression” and “‘sin’’,®° and two, to work positively) 
the welfare of mankind because it is the family of God.®’ 

These principles, of course, relate to all countries and all peopig 
whom the Islamic state is linked by bonds of universal human brotherh 
as propounded by Islam. However, with Muslim countries to whicht 
Islamic state is also united by bonds of common ideology, it shog 
manifest greater solidarity and co-operation in all fields of life to enh 

the unity and dignity of the wamah and the glory of Islam. 

The Islamic state should also promote international understandinga 2 oe 
peace in keeping with the teachings of Islam which by its very name stam ciety which 1s like a single 
for peace. It should encourage and support any constructive move towan and where the essenti 
peace, and should honour all treaties and agreements to which it ® : 
partner. Nevertheless, while working for peace as a basic objective, ate, islam has institut 
Islamic state should do its utmost to strengthen its defences so as top 10us sanctity whict 
or frustrate any aggression against its faith, territory, freedom and resour LI BIOUS ¢ . 
since the Qur’an enjoins: “‘And prepare against them whatever force yo 1A vorth or specified 
can” (8: 60). This may be understood to imply preparedness tn terms) 1 gr ignificance 1s the institu 
both men and hardware, including compulsory military service, efficie speaks Of the obDligatic 
training, high morale, and diversification of sources of supplies if th 
cannot be produced locally or in collaboration with other Muslim cow 
tries. Nevertheless, in compliance with Islamic teachings, the milila 
strength of the Islamic state should be used only for a “just” cause in 


ss 


‘just’” manner against those who nurture, or resort to, aggressive design 


And fight in the way of God against those who fight against yo | 
do not transgress limits for God loves not the transgressors (2; 18 


c. [The Wherewithal 

To live up to all the above obligations, the Islamic state would natural) 
stand in need of adequate financial resources. This is not the subject of thi 
paper but without its review, even though it might have to be confined t 
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However, even if the state collects Zakat, the proceeds are likely jg 
limited. Moreover, the expenditure heads for Zakari are clearly enumepg 
in the Qur’an.*? Even though some jurists have widened somewhat: 
coverage of the expression fi sabil Allah (in the way of Allah), it can har 
be made to include all expenditure heads of the Islamic state. Thus, jf 
Islamic state is to live up to its obligations it must have access to resoy | 
beyond the Zakat collection. In view of this the contention of some jur Uo te 
that the state has no claims on the wealth of individuals beyond the Z ne 
is simply not tenable. Revenues would have to be raised through off could only lead t 
means. 


(ii) Income from Natural Resources . gnts of t 
It has already been established that natural resources have been provid 
by God for the welfare of all people. The monetary benefit derived fr | 
these resources should, therefore, permeate to all people and shouldy rden by quoting tron 
under any circumstances be allowed to be diverted solely to certain ing as the Governor oO 
viduals or groups. The acceptance of this principle does not necessay 
restrict the management of these resources to the state alone. Whether{j en. ee eae 
state or private enterprise should manage the exploitation of these resourg nme Rae pares bee Dk 
should be determined by the criterion of efficiency. However, even if priva 
enterprise is to manage and operate these resources the profit derived by 
should not be more than what is justified by the services rendered and th 
efficiency attained. 
In countries with abundant natural resources to contribute an adequa Oni eg i) ay ee ee 
income to the state treasury to finance public expenditure (as is theca GENO. San eS ate ks Sree 
in some major oil-producing Muslim countries) there may be little neg For ae lame ates AI 
for additional sources of revenues. However, countries where income fre ~ at eee To 
this source is either not available, or if available, is not sufficient, the stal Eee aa 
would have to supplement its income by resorting to taxation andj er Pte 3 ar 
borrowing if necessary. 


Gill) Taxation ; 
The right of the Islamic state to raise resources through taxes cannotb 
challenged provided that taxes are raised in a just manner and are within, 
certain “bearable” limit. This right is defended on the basis of the Propheti 
saying that “in your wealth there are also obligations beyond the Zakat™ 
and one of the fundamental! principles of Islamic jurisprudence that“ 
small benefit may be sacrificed to attain a larger benefit and a small 


sacrifice may be imposed in order to avoid a larger sacrifice”. 

Most jurists have upheld the right of the state to tax. According { 
Marghinani, if the resources of the state are not sufficient, the state shoul 
collect funds from the people to serve the public interest because if the 
benefit accrues to the people it is their obligation to bear the cost 


Abu Yusuf also supports the right of the ruler to increase or decrease 
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Islamic state may have to borrow funds and this would be possible on 
the private sector of the Muslim society is so highly inspired by the ide 
of Islam that it is willing to forego the return. In modern acquisitive Mus 
societies imbued perhaps more with hedonistic ideals of the econg 
man as conceived by Adam Smith rather than by the altruistic teagf 
of Islam, and with continuous erosion of the real value of savings beeg 
of the high rate of inflation, it may be expected that borrowing without 
return may tend to be unproductive unless it is made compulsory, 7 > ae 
Expenditures financed by borrowing from the central bank tend to. A Ce ater 
inflationary, unless accompanied by a corresponding increase in the sup, ie 
of goods and services, thus violating the norm of monetary stability ; | »V false means. nor 
already discussed. Therefore, under normal circumstances borrowing fr fallow eopl 
the central bank may be resorted to when a corresponding increase 
Output can be more or less ensured. Borrowing from the central bank 
also be defended under certain special circumstances even if there isy 
corresponding rise in Output provided it is felt that damage done by asm esti all Jeet. 
degree of inflationary financing is more than offset by other economic, ee Me er ee le Se ALS 
non-economic gains that are likely to be realised. This seems to conform : apSeup hte}! LS | 
the principle that a smaller sacrifice may be imposed to avoid a larg in Who 
sacrifice and that the smaller of two evils may be tolerated. S |unduly} anytht O 
ave it around Nis neck on the 


**Richest’’ or ‘‘Ideal’’ 
It may be contended here that all Islamic states may not have access{ 
| blic and the private sector: 


“‘adequate”™’ resources to finance the functions discussed above and cc 
not hence become “‘ideal”’. Here it is important to clarify that the “ideat ee AEP cle en a ee 
Islamic state should not be confused with the “richest” one. The ideal’ seh asec OrCAD OVEES TOUSE 
to be construed in the light of general spiritual and material welfare attair Sees OU Yer OC aAnG 
for God’s vicegerents within the framework of resources. Hence 4a 
Islamic state may be considered to have attained the position of “ideal 
it has at least (i) elevated the spiritual level of the Muslim society ang ET Sa Ere PRR) PEE PP 
minimised moral laxity and corruption; (ii) fulfilled its obligations f Le EL REE oe ePID 
general economic welfare within the limits of its resources; and (iii) ensure aS Sv EL We ect ach 
distributive justice and has weeded out exploitation. Adequacy of resource 
is a relative term and is to be judged against attainable standards in the 
light of the stage of economic development. 
It is, of course, the duty of the Islamic state to make a concerted effor t 
to muster the maximum feasible level of resources and to harness then 
as efficiently as possible for fulfilling the widest possible range of resp 
sibilities. Resources at the disposal of any society, rich or poor, may genet 
ally be expected to be scarce compared with the demands on them: 
every Islamic state would have to establish a schedule of priorities in the 
light of the Shari‘ah and the welfare needs of the people. Planning wouk 
hence be an essential function of every state. Since planning could be 
misdirected to satisfy certain vested interests, decision-making in plannin 


ender his aque in terms cC 
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d. Nature and Identity 
The above discussion indicates that the Islamic state is essential 


welfare state and is duty-bound to play an important role in the ecops 
for the fulfilment of the goals of the Shari‘ah in the economic fielg 
briefly specified above. This welfare role ts, however, to be played 
the framework of individual freedom which Islam values greatly. Them 
important pillar of the Islamic faith is the belief that man has been ere 
by God and is subservient to none but Him (13: 36) and that one of 
primary objectives of the prophetic mission of Muhammad (peace be 
him) is to release mankind from all burdens and chains enslaving it(7:} 
This provides not only the essence of the Islamic charter for indivig 
freedom from all bondage but also subjects man to the sovereignty of G& 
in all aspects of life which essentially implies subordination of man tog 
moral law as specified in the Qur’an and the Sunnah. 

Because man is born free, no one, not even the state, has the right 
abrogate this freedom and to subject him to regimentation. It is this regpg 
for freedom which prompted *Umar, the second caliph, to declare: “Sip 
when have you begun to enslave people although their mothers bore th 
as free men?’’?? This commitment of Islam to individual freedom has 
to a consensus among Musl'm jurists that in normal circumstances restr 
tions may not be imposed on a free and sane adult. Thus freedom 
expression, occupation and movement are assured in an Islamic state. 

It is to realise this norm of individual freedom that Islam has incorporate 
In its economic system the essential elements of free enterprise after coy 
ditioning it to its own norms and values. The institution of private proper 
along with the market mechanism has been integrated into the Islan 
system in such a manner that an “‘appropriate”’ part of the productiona 
distribution of goods and services is left to individuals and voluntari 
constituted groups enjoying freedom in their dealings and transactions! 
The profit motive has also been upheld as, besides being consistent wi 
human nature, it provides the necessary incentive for efficiency in thet 
of resources which God has provided to mankind. 

However, since social welfare has a place of absolute importance) 
Islam, individual freedom — though of considerable significance -doe 
not enjoy a place independent of its social consequences. It is sacred on 
as long as it does not conflict with the larger social interest or the overa 


spiritual and material goals of Muslim society, or as long as the individua 


does not transgress the rights of others. Property can be owned p 
but is to be considered a trust from God and is to be acquired and spent 
accordance with the terms of the trust. The profit motive has also be 


subjected to certain moral constraints so that it serves individual interes 
within a social context and does not lead to economic and social ills ¢ 
violate the Islamic goals of social justice and equitable distributing ) 


income and wealth. 
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would be only through sustained research by a team of econo 
unceasing original thinking and, above all, by a great deal of prac 


experimentation that we might be able to discover an Islamic real ; 
economic development. =) 

We must not rule out the possibility of the appearance of a number. | ONOMIESLO 
approaches within an Islamic framework and we should be prepared; INas— DO enOrt wor T 
examine them carefully and even experiment if they merit sucha respon; : ues ol jeve OF n 
It may be worthwhile to distinguish between an J/slamic economy an amandi S world stra 
an /slamising economy and to admit the possibility of a multiplicity ¢ »ment has been adopted 
approaches/models, although with a strong central core of unity and up epend, primarily and 
formity. What follows is just one person’s reflection on the problem unde : rded as the leading 
discussion. It is being presented as tentative formulations primarily i in ord de be the royal road to 
to provide a basis for discussion and further exploration. | chieve this objective 1s import 

| | iS and variations oO c the 
The Starting-point . : ning.* Under this approach 

Muslim countries suffer from widespread economic underdevelopment 1e Operation of two “‘gaps”’ (defi 

nc alance of payments gap” 


1.e.,non-utilisation and/or underutilisation of human and physical resouree 
with consequent poverty, stagnation and backwardness. Even those coup. 


‘elgn aid 


DICtit ida’ ©& soa JL | rma ly 


tries which are resource-rich, the state of their economies remains pre, 

dominantly underdeveloped. The standard of living of the common ma 7 id have claimed to follow some 

is generally low. Some Muslim countries have over the last two decade lave pursued a similar ce Api ital- -a id 
doth assign a central role 


maintained an above average rate of growth (i.e., average rate of growt 
of all the less developed countries), nonetheless, there has been little real 
economic development.’ 

There are gross structural deformities within the economies of th nent policy and of actual economic 
Muslim countries. Whatever development is taking place is contributing 2 


ational economic ai icy has 


a -. ~ 
ee ae ie ee ge 
he strategy of imitation 


et igs 


inter alia, to the aggravation of these deformities, viz. gross inequalities in 

distribution of income and wealth, severe imbalances between differen opment s Stand in relation to 
geographic regions, between economic and social sectors, between sector : evelopmental r olicies ; have been 
_within the economy, particularly agriculture and industry, and a number ibmission that as far as es is 
of imbalances and iniquities within the industrial and agricultural com =conomic development. But there 
plexes. | peaking the policy ma 


Most of the Muslim countries have been unable to internalise the engi ne 
of growth. Their economies are dependent on the Western countries ina 
number of ways — for the import of foodstuffs, manufactured goods, tect 
nology, etc. on the one hand, and for the export of their primary products 
on the other. Some of them are suffering from the effect of lingering legacies 
of colonial economic relationships and appear as perfect examples ofa 
““centre-periphery”’ relationship. ? 

The paradox of the Muslim world is that it is resource-rich, but econo 
mically poor and weak. Development planning has been introduced ina 
number of Muslim countries. In some, the art is now at a fairly advanced 
level. Nigeria, Egypt, Syria, Algeria, Iran, Pakistan, Malaysia, Indonesia 
are some of the instances. But in almost all these countries developmental 
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has been done to suggest the broad objectives of economic effort , 
enterprise that Islam wants to be pursued by the individual and society 
Excepting one or two tentative yet pioneering works no serious effort 
been made to spell out the implications of these goals for developme 
Strategies and policies.* Moreover, the effect of the work that has be 
done so far 1s hardly discernible at all on the actual development proce 
All the evidence suggests that the actual movement towards developme 
is altogether bereft of Islamic inspiration. If Islam comes into the pict 

it is at a later stage, and mostly in either of the following two forms: 


(a) Some people bring it into the debate to legitimise certain policies 
(b) Others use it as a point of reference for criticising certain poligj 
and actual developments. 


There is, however, one point which came out prominently in this deba 
and discussion: Islam’s main concern is in encouraging economic develog 
ment with social justice and not in disregard of the demands of sogig 
justice. 


Our Approach: Assumptions and Commitments 

The primary task of any theory of development is to examine and expla 
the nature of the processes of development and factors responsible forj 
to identify and analyse principal obstacles to development in a given situa 
tion, and to try to prescribe the most desirable and the most efficie 
ways and means to remove those obstacles and achieve various dimensions 
of economic development. 

It can hardly be overemphasised that such an effort must be made with 
academic rigour and scholarly detachment. Nonetheless, it would be idl 
to assume that this theorising can take place in a climate of positivistic 
objectivity and of complete value-neutrality. Most of the economic thinking 
that masquerades as value-neutral turns out, on closer scrutiny, to be 
otherwise. The result of this approach, however, is that its value-assum 
tions remain apparently hidden. They remain am plicit, and as such, are not 
susceptible to evaluation in an ordinary way.® 

This is unfair and improper. We agree with Myrdal that “efforts tom 
away from the valuations are misdirected and foredoomed to be frui 
and damaging” and that “‘the only way in which we can strive for objectivity 
in theoretical analysis is to lift up the valuations into the full light, make 
them conscious and explicit, and permit them to determine the viewpoin s, | 
the approaches and the concepts used. In the practical phases of a study ‘ 
the stated value premises should then, together with the data establis 
by theoretical analysis with the utilisation of those same value premise :- 
form the premises for all policy conclusions”’.*° 


The major contribution of Islam lies in making human life and effo 
purposive and value-oriented. The transformation it seeks to bring about 
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to some widening of the “‘capital theory” as it has thrown new light 9 
somewhat neglected aspect of capital — the human capital.’® Consequen 

a more comprehensive and integrated view of capital is being developed 
as such a promising opportunity to rethink the basic premises of econo 
and the place of man in the total framework has almost been lost. J 
socio-economic factors, despite an increasing awareness of them g 
continue to be treated outside the mainstream of the theory of developm ne 
and may perhaps remain so unless an interdisciplinary theory of dé 


ment 1s evolved.?? 


It is instructive to observe that despite all differences in emphasis 6 _) SSS 
socio-political framework, the socialistic theory of growth also treatst Bers ee os onst uct cn 
problem of capital-formation and investment as the real key to growt pieetptete an also prc rovic = a 
Both the Kalecki and Lange models assign a central role to investment | | oe 3 3 ph) rd, a — on a 

Development economics is presently passing through a period of eng Seas Dae 
and re-evaluation. It is coming under attack from a number of direction ie Aelita 
An increasing number of economists and planners are becoming sceptig MESSMO TS S the Qur ah ar 
about the whole approach of contemporary development economics. ors [0 purposes of | policy 
There are others who consider the application of a theory based on Wester tally pre-determined historical 
experience to a different socio-economic situation, as is being done{ of obstacles and constraints is a 
the less developed countries, inappropriate and injurious to the prospectso 1ere 10 historical determinism 
, red. And this change should 


development.?° There are others who are critical of the tools and instr 
ments of development planning and regard the alleged sophistications an 1ent towards the norm. 
mathematical refinements as pseudo-scientific inasmuch as they contaiq ianee. All other forces have been sub 


elements of simplification, abstraction and even falsification.*’ There ap God’s vicegerent (khalifa). 
still some others who are becoming disenchanted with the very idea of jivine arrangement for this universe 
growth — some because of its socio-economic and ecological costs* ar 10 is responsible for making or 
others because they have begun to see the limits of growth.* In the ligh . 


lial Change and C 1a 1¢ge WI tT in ’ ne 


of this and other considerations it can realistically be suggested that the 
state of development economics today is not a very healthy one.** We 
therefore, suggest that the central ideas of development economics and it : Ni tha 
suggested remedies deserve to be re-examined. A much more critica | : 
approach deserves to be adopted towards the panaceas that have bee 
“‘sold’’ to the Muslim countries. | 
The above submissions spell out some of the negative aspects of ¢ 
approach, that is, what an Islamic approach to development should not be 
On the positive side we submit that our approach should be frankly 
ideological] and value-oriented. In development economics, as in economic 
or in any branch of human activity, there is an area which deals with 
technological relationships. But such technological relationships per 
are not the be-all and end-all of a social discipline. Technological relation 
ships are important and they should be decided according to their own 
rules. But technological decisions are made in the context of value 
relations. One effort is to weld these two areas and to make our values 
explicit and to assign to them the role of effective guide and controller. his 
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The task before the Islamic leadership, intellectual as well as polity 
economic, is to clearly formulate the objectives and strategy of change 
the ways of achieving it and also to establish institutions and inaugy 
processes through which these policies could be actually implemented 


Islamic Concept of Development 
Now we would like to elaborate on some of the essential elements of 
Islamic concept of development. 

Economic development, according to the current literature on devel 
ment, consists of a “‘series of economic activities causing an increase in 


productivity of the economy as a whole and of the average worker, and ah 


an increase in the ratio of earners to total population”’.*° It is looked u 
as a dynamic process, involving structural changes, which produg 
significant and sustained improvement in the performance of the econo 


which is spread over a fairly long period of time. Its substance lies 


enabling a people to meaningfully control their economic environme 


So as to improve the quality of life.*°® 


Islam is deeply concerned with the problem of economic develony en 
but treats this as an important part of a wider problem, that of hum 
development. The primary function of Islam is to guide human develop 


ment on correct lines and in the right direction. It deals with all aspects 


development and never in a form divorced from this perspective. This 


why the focus, even in the economic sector, is on human developmé 


with the result that economic development remains an integrated 
indivisible element of the moral and socio-economic development of hum 


society. 


The philosophic foundations of the Islamic approach to developmen 


discussed by us in detail elsewhere,*’ are as follows: 


man and man-man relationship. 


(2) Rubibiyyah (divine arrangements for nourishment, sustenance an 
directing things towards their perfection). This is the fundamental 


law of the universe which throws light on the divine model for tt 


useful development of resources and their mutual support and 
sharing. It is in the context of this divine arrangement that human 


efforts take place. 
(3) Khilafah (man’s role as God’s vicegerent on earth). This defir 
man’s status and role, specifying the responsibilities of man as such 


of a Muslim, and of the Muslim ummah as the repository of thi 
kKhilafah. From this follows the unique Islamic concept of mai 


actual as well as potential, measured usually in real per capita termsa 


economic development but always in the framework of total humg 


(1) VYawhid (God’s unity and sovereignty). This lays the rules of God 
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one key factor and almost exclusive concentration on that wout 
theoretically untenable. Islam seeks to establish a balance }y Det 
the different factors and forces. 
Economic development involves a number of changes, quantity 
as well as qualitative. Involvement with the quantitative, jug 
and necessary in its own right, has unfortunately led to the nes 
of the qualitative aspects of development in particular and of li 
general. Islam would try to rectify this imbalance. 
Among the dynamic principles of social life Islam has particu 
emphasised two: First, the optimal utilisation of resources: 
God has endowed to man and his physical environment, 
secondly, their equitable use and distribution and promotion of 
human relationships on the basis of Right and Justice. Ig 
commends the value of shukr (thankfulness to God by availing 
His blessings) and ‘ad/ (justice) and condemns the disvalues of} 
(denial of God and His blessings) and zu/m (injustice). 


In the light of this analysis the development process is mobilised 3 
activated through shukr and ‘ad! and is disrupted and distorted by k 
and zulm. so 

This is basically different from the approach of those who look up 
production and distribution in either/or relationship with the developme 
process and is a much wider and more dynamic concept than that off 
role of production and distribution in development. The developmen 
effort, in an Islamic framework, is directed towards the development é 


God-conscious human being, a balanced personality committed to an 


capable of acting as the witness of Truth to mankind. 


We may, therefore, submit that in an Islamic framework econom 


development is a goal-oriented and value-realising activity, involving 


confident and all-pervading participation of man and directed towards th 
maximisation of human well-being in all its aspects and building the strengt 
of the ummah so as to discharge in the world its role as God’s vicegerent on 
earth and as “the mid-most people”. Development would mean mor 
spiritual and material development of the individual and society leadit 
to maximum socio-economic welfare and the ultimate good of mankind 


Goals of Development Policy 
In the light of this concept we can formulate in some detail the 


goals of development policy and the more specific targets for a deve : ? 


mental plan for a Muslim society. 


(A) Human resource development should be the first objective of ¢ 
developmental policy. This would include the inculcation of co 
attitudes and aspirations, development of character and personality, educa 
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active income policy directed towards raising the income ley nuch more func 
the lowest income groups, reducing the ratio of inequality eo; 1e entire apparatu 
tration in society, and leading to a greater diffusion of w ) 
and power in society in general. A reduction in the extent of 
come differentials would also be one of the indicators of dey, 
mental performance. To serve this purpose the tax system il 
have to be reorganised. 


y ; 5 ° 
a titty se.ee ; TT) ~Wv Tu : 


(D) Balanced development, that is balanced and harmonious developm 
of different regions within a country and of the different sectors of so¢ 
and the economy. Decentralisation of the economy and proper deve 
ment of all parts and sectors is not only a demand of justice, but is4 
essential for maximum progress. This would also remedy econo Hithtinncan while! onan 
dualism from which most of the Muslim countries suffer and would ARR nput pe as 
to greater integration within each country. This is an area in which pring a trl Peare ty 


: : . 1cn may ir c ude 21 numbe 

of regional analysis and use of developments in the fields of econome | eas iy tt pea ‘ 
. . . . Siettta* sti s* = ed DY So - 
techniques and input-output analysis can be immensely useful. | Mane ia > Nery ry eaths Bank bo 
* oped. similarly erorts 

i , ‘indi ry n te indexes to measure the 

(E) New technology, that is evolution of indigenous technology, suited "y we ; 4 econo! pte 
"4° . . 1Merent SOcCIE 1 @CoOr nic 

the conditions, needs and aspirations of the Muslim countries. The develo A tig Senet tel AS 


ment process would become self-sustained only when we become notoy Bre ce oat tsi postions 
independent of foreign aid, but when after mastering the technology tf uw INCUCe Indicator tha at ma Sh td Si 
has grown in a different economic and cultural environment we are able See : ae iy. eo) divo te 
internalise the process of technological creativity and begin to produ Bs Ad As alee 2} Kae ACiIpa: 


technology that bears the stamp of our distinctness. This would call for bd eal au eftorts a re © SADE. 
high priority for research and a new spirit to face the challenges of 0 Ss n¢ NAY we Cannot give 
times. 1 meaning ful twist. 
; ye e app ‘oach to develo pment 
(F) Reduction of national dependency on the outside world and great Rae rele approach Ee OSE 
integration within the Muslim world. It is a direct demand of the ummah eBaGvISA dle. LO develop a more 
position as khalifah that its dependence upon the non-Muslim world yaluate the succ =I. of planning 


all essentials must be changed to a state of economic independence, se Aaa) SABA YY ° 
respect and gradual building-up of strength and power*?. The defence an 
independence of the Muslim world and the peace and serenity of mankin yauional in 1 
are objectives that reign prominently in our developmental planning. | 
If these are to be the objectives of our developmental policy then wew 
have to make some major changes in the content and methodology of ot 
developmental planning. Some areas where new approaches and ne 
techniques will have to be evolved are as follows: 
m" 

(a) We will have to abandon the use of all those simplified ag 

growth models which concentrate on the maximisation of nom th 

rate as the sole index of development as basis for planning. Th 

limitations of these models and of exclusive concentration 0 


Islamic Economics 


powerful base in the local population, with greater participa Cairo: Central Bank 
from the people and with a system of checks and balances : Wd aD oa ho 
national vigilance and guidance to make them unique agencies ps ae opts SORT 
multi-purpose development. Even though comprehensive planj ee PCT Be ae ) 
should be resorted to, it would be inadvisable to proceed in vlop. cit.: Jama‘at-i Islan 
direction without achieving efficient decentralisation of pe 1e0) | | 

and control and without reducing the bureaucratisation of soc) opment”, Exchange (Nether 
We believe that small- and medium-scale private enterprise sho ua Ree eo OO Pee OP: 
be encouraged and developed. Local and regional authort aE ee pectersees 
should not become substitutes for small and medium priy Pee et ney tog ad ot 
enterprise; they should create the proper environment for work don: Allen Lane, 1974. For 
development and undertake all that is needed for purposes p of religion and economic anc 
efficient and equitable growth of this type of enterprise. They shoul . ynthia Tait, Economic Growth 
however, undertake the enterprises which call for larger investme COUUSSTAS eo eka i aol eget Bas 
and organisation and should act as national-service institutionsa a So eee ss pa ie Th 
not degenerate into profit-making public corporations. Profit shou 8-262: and Arkun, i aot fammad 
not be the purpose of these agencies. They should be genuine instr Ihed paper circulated at JCM European 
ments for value-oriented economic development and the distributic Mic WS HID) ae ei Pee 
of the benefits of development to the people. AT dah tien fat sae eh we Verret 
Research and Planning. Another very important area is the organi 411 64- Si ddiai, M. I N. eset 
tion of short-period and long-period (more basic) research to thin slamic Publications Ltd., 1970 (Chu | 
out problems and ways to seek creative solutions, reorganisati | Umar, Economic System of Islam, 
and development of statistics, and planned growth of researtl orief but andid | eview f thi 
organisations in areas where they are needed to prepare mor =e aes me sraphe: 7 es Survey at he 
realistic plans for the future. We need a new strategy for research eR mre Nd kk; fe “bus at a 76) 
serve the ideological demands of the future. | side nit. ae 


n alternative strategy in its Manifesio 


Notes and Sources 3 >cinc nd tho ightful. The Economic Pro: 
See Pearso lami Pakistan tried to pre pare a more 
1 P. n, Lester B., Partners in Development, London: Pall Mall, 1969, pp, conomic strategy See May ji ah Ma'a: Pi 
27-72, and annex 1, pp. 231-353; Amin, Galal A., The Modernisation of Povert} 1¢ Contemporary Economic Crisis and 
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Study in the Political Economy of Growth in Nine Arab Countries, 1945-19] 
Leiden: E. J. Brill, 1974. | 
2 See Prebisch, R., Towards a New Trade Policy for Development, New York: Unite NVaaar 
Nations, 1964. For a review of the overall] situation of the Muslim countries slamic Cult 
Cook, M. A. (ed), Studies in the Economic History of the Middle East from a s 
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Resources of the Muslim Countries, Karachi: Umma Publications, 1961. For overa 
background, see also Cook, M. A. “Economic Developments”, in Schacht, Joseph 


and Bosworth, C. E. (ed.), The Legacy of Islam, Oxford, 1974, pp. 210-43, 

3 See Hershlag, Z. Y., ““Growth Models for the Middle East”’, in Cook, M. A. (¢ 
Studies in the Economic History of the Middle East, op. cit., pp. 373-96; Myrda 
Gunnar, Asian Drama, An Inquiry into the Poverty of Nations, London: Allen D 


1968, vol. III, Appendix 3, pp. 1843-2003. 
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active income policy directed towards raising the income Jeyg 
the lowest income groups, reducing the ratio of inequality cone 
tration in society, and leading to a greater diffusion of we 
and power in society in general. A reduction in the extent of 
come differentials would also be one of the indicators of devel 
mental performance. To serve this purpose the tax system will 


have to be reorganised. 


(D) Balanced development, that is balanced and harmonious developme 
of different regions within a country and of the different sectors of sog 
and the economy. Decentralisation of the economy and proper deyek 
ment of all parts and sectors is not only a demand of justice, but isa 
essential for maximum progress. This would also remedy econo 
dualism from which most of the Muslim countries suffer and would Ie 
to greater integration within each country. This is an area in which prineig 
of regional analysis and use of developments in the fields of economet 
techniques and input-output analysis can be immensely useful. 
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(E) New technology, that is evolution of indigenous technology, suited 

the conditions, needs and aspirations of the Muslim countries. The develop 

ment process would become self-sustained only when we become notor a Fae 
independent of foreign aid, but when after mastering the technology th eee Sa kage ge Nate" 
has grown in a different economic and cultural environment we are able , hy Cag ar eg AE 
internalise the process of technological creativity and begin to produ \ ER a ne ee ile 
technology that bears the stamp of our distinctness. This would call for i aaa 
high priority for research and a new spirit to face the challenges of ou ae f aS 1 ee A 


times. 


(F) Reduction of national dependency on the outside world and great 
integration within the Muslim world. \t is a direct demand of the wmmail 

position as kKhalifah that its dependence upon the non-Muslim world i 
all essentials must be changed to a state of economic independence, self 
respect and gradual building-up of strength and power*?. The defence an 
independence of the Muslim world and the peace and serenity of manki 

are objectives that reign prominently in our developmental planning. 

If these are to be the objectives of our developmental policy then we 
have to make some major changes in the content and methodology of ou 
developmental planning. Some areas where new approaches and 1 
techniques will have to be evolved are as follows: 


(a) We will have to abandon the use of all those simplified aggregati 
growth models which concentrate on the maximisation of the growth. 
rate as the sole index of development as basis for planning. The 
limitations of these models and of exclusive concentration on 
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powerful base in the local population, with greater particip 
from the people and with a system of checks and balances 
national vigilance and guidance to make them unique agengje 
multi-purpose development. Even though comprehensive play 
should be resorted to, it would be inadvisable to proceed jg 
direction without achieving efficient decentralisation of py 
and control and without reducing the bureaucratisation of so¢ 
We believe that small- and medium-scale private enterprise sh 
be encouraged and developed. Local and regional autho, 
should not become substitutes for small and medium pp 
enterprise; they should create the proper environment for work 
development and undertake all that is needed for purposes 
efficient and equitable growth of this type of enterprise. They sho 


and organisation and should act as national-service institutions 
not degenerate into profit-making public corporations. Profit she 
not be the purpose of these agencies. They should be genuine ing 
ments for value-oriented economic development and the distribut 
of the benefits of development to the people. 

Research and Planning. Another very important area is the orgat 

tion of short-period and long-period (more basic) research to thi 
out problems and ways to seek creative solutions, reorganisat 


and development of statistics, and planned growth of resear 
Organisations in areas where they are needed to prepare mo 


realistic plans for the future. We need a new strategy for research 
serve the ideological demands of the future. 
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premises that actually and of necessity determine approaches in the social sc 
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many works on the subject. By the very nature of this backgroun 1 
discussions were more juridical than economic. | 2 PERE PLY pp epee 
Most of these writers were ulema or journalists with little knowledg | Ups AS ee 

economics. The system of education the Muslim countries had inher Remanithe corr - Say 

from Imperial Powers had scrupulously segregated Islamic educat | RNG se Pa is a ee eae 
from modern education and there were no arrangements for producis aa: oe 2. 

trained economist who had direct access to the Islamic sources. 7 - Potaa wee wc Wag a 
inhibited professional economists from making any significant contr “3 hdd la mle. ath 
tions to the subject. It also accounts for the fact that the ulema who fot : prey SARE ae ec: 
themselves constrained to discuss the subject failed to do justice to it. 7 NCS a ia ati a 
first works on the subject by professional economists appeared in Engl see tat os ord bias sp AS aos ine ea 
in the late forties of this century, but these writers had to rely on second Paes ae CO COMMEDISS 
sources so far as Islamic injunctions are concerned. Even now when’ : | 24) oe deste dees bated to 
have quite a number of economists fully equipped to draw upon i AVE UCC! Mable. We Jo not Nave 
Original sources of Islam, the subject lacks the most crucial suppor ur subject. Very lew review 
required for its proper growth — teaching in Universities. Modern ect S that are made. i here have bee 
omics, aS we now understand the term, is largely the handiwork nd academic conferences 
University teachers in Economics. But Islamic Economics is not a subj : 1 Knowing ach Other: Views 
being taught at the post-graduate level anywhere in the wide world —wit : ticism 

the sole exception of a few universities in Egypt and Pakistan, where bot 
the syllabus and the teaching facilities leave much to be desired. 

The institutional framework of a society has a direct bearing on researt 
in Social Sciences, particularly in Economics. The institutions fh 
developed in the Imperialist regimes were alien to the Islamic framewor iscussion. The implications of such a 
of the society and the economy, and therefore no serious thinking by | VIOUS 
professional economist could be directed towards Islamic Economics. Th t necessary to kee 
ulema also discussed the economic problems without the actual framewor 
operating on the tenets of Islam. Islamic Economics lacked % G 
relationship with real life which was a prerequisite to its growth. There 
no testing ground for the various hypotheses being formulaediae 
empirical evidence upon which to draw while making formulations 

In this historical situation it would have made a big differe ce if 
clear commitment to the economic philosophy of Islam had come fr 
some of the new independent Muslim countries. But even this has be 
lacking till now, and many writers on the subject aimed at soliciting suc ich 
commitment from their people and governments, through their writing 
They took on themselves the task of convincing their readers of th 
desirability and viability of the Islamic economic system. They have ye yet t 
be called upon to manage the economy and solve its actual problems int : 
light of Islamic injunctions. 

These are some of the important facts to be kept in mind while surveying 
the literature on Islamic Economics as they explain many of its importan 
features, and the relative emphasis placed on the various issues unde 
discussion. There are indications of some change in the situation describe 
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work. The last section notes contributions on the history of egg, 
thought in Islam. 


An economist reading the first two sections may feel that q 


importance is being attached to views relating to ownership, en 
economic enterprise and the code of conduct for various economica 


These subjects do not figure very prominently in modern economp 
certain views have been accepted long since and nobody feels like; 
tioning them. The concern of Islamic economists with these basic iss 
borne of their feeling that the divergence of Islamic economic thip 
from the other schools of thought is rooted in this area. They alsot 
that these are the foundation stones for the development of the ig 
tions favourable for the growth of the society and the economy aceor 
to Islamic values. 

This survey covers books as well as the periodical literature. 
circumstances it is not possible to claim that one knows about each: 
every contribution to the subject. This is especially true of the papers¢ 
tributed to the numerous popular journals in the three languages. ¥¢ 
do hope that I have not missed many of them, asa glance at the bibliogr 
will show. 

We have generally avoided mention of particular authors when recon 
a view that is held unanimously. Specific contributions are noted whe 
subject is controversial or because of their originality. 

This survey was completed in December, 1974 for presentation at 
First International Conference on Islamic Economics scheduled 
March, 1975. The Conference was eventually held in February, 1976 
more than sixty papers were presented on various aspects of Isla 
Economics. In revising this survey for publication due notice 
taken of these contributions, along with such other recent works as’ 
available to the writer. 


replaced by its improved version published separately by the t 
Islamic Foundation. All numbers appearing in parenthesis in the tex 
the survey refer to this printed bibliography. The figure followin 


appear as footnotes. The bibliography is being appended to this surve 
ready reference. 


ECONOMIC PHILOSOPHY OF ISLAM : 


al 


The Bibliography originally appended to this survey has now b& 


colon indicates the page number of the reference cited. Other referent 


The key to economic philosophy of Islam lies in man’s relationship™ 
God, His universe and His people, i.e. other human beings, and the nail 
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and the various forms of productive enterprise known in the early¢ sarly laid down in tt 
Islam have been explicitly mentioned in this context. What is crucial pnuetlACaicitionlat 
ever, is the motivation, the ends of economic activity. Given the hi aie set : =diehantd 
motivation all economic activity assumes the character of w ; ute ownership of man i: 
(‘Ibadah). SABRES ory cher aegis 
Many writers discuss the proper ends of economic enterpriselll | ) Os) 1 Cg jens 
These ends may be individual or social. Legitimate individual ends} | 
the fulfilment of personal needs and those of the family. Saving to pr 
for the future and the desire to leave an inheritance are also recogn sees ae 
proper ends of productive effort. The minimum necessary for survivg PM sh 9 
fact a duty to earn. While no maxima are fixed in quantitative’ ) sea 8 
moderation in fulfilment of these needs is emphasised and greed, a 
and the unsatiable yearning for more and more comforts and Juxur 
decried. . 
Moderation is generally defined with reference to the negative cont te ownershin 
of extravagance (israf) and expenditure on goods and services proh Penrerstioirichtalandarhe 
by Islam (tabdhir). Indulgence in luxurious livingand the desire to sho : | i RS Re 
is condemned (29: 438-453; 120: 68-73). Islam cannot tolerate | at ase Ge. 
spicuous consumption of the leisure class (62: 141-144). | ) 1as bestowed ownership rights 
Recent writings on economic enterprise attach great importance t > first place and it is wrong to give 
social ends, which are summed up by the phrase “‘striving in ines v: tion in the Islamic economic system 
Allah”. Eradication of hunger and poverty, disease and illiterac 1d other natural resources. con- 
mobilisation of resources for strengthening the Islamic state and spre umption, living quarters and a 
the message of Allah are stated to be the laudible aims of indiv 9-225) in Pakistan and some 
economic activities. One who engages in productive activities fort OE) Eee oe ) ee 
purposes is doing God’s will, and is promised adequate rewards her smidoes not find sizable supp ort in 
hereafter (77, 1: 130-138; 24; 619: 25-30; 477). The authors of an unsuccessful attempt to mould 
Jamd‘at-i-Islami Pakistan Economic Committee Report regard it anen 5, Ean ee A papa Petra 
economic enterprise “‘to make the Islamic society COO stro ; 
that it develops and is able to compete successfully with other ¢ ecOnOn | 
the world over” (125: 26). A 
It is pointed out that in view of the limitless nature of the socia lend 
enterprise, as against the limited nature of the individual ont ic 
enterprise as such is afforded limitless scope and utmost encourag 
wa 
Ownership : 
The nature and scope of ownership has been one of the most dise 
subjects in the literature on Islamic Economics, works exclusively de 
to the subject being available in a number of languages. Every i imp or 
writer has touched on the subject and all the different approz ches t 
Islamic reorganisation of the modern economy show themselves in th 
treatment of property rights in Islam. Below we shall try first to sté tew 
is generally agreed upon and then to differentiate between 


contributions. 
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ticular kinds of property to limits, when this is necessitated } 
good. This it can do through its representatives. This may ar 
ceilings on agricultural holdings or to urban property.” (21434 


This approach gives priority to social good and makes representat 
the society the sole arbiters in determining the demands of social ge 

Abdul Hamid Abu Sulaiman recognises the individual’s right tog 
fruits of his labour, but so far as the natural resources, natural re 
general circumstances of the society are concerned every individu 
equal share in them. As all individuals do not have equal capacity ‘ty 
these resources to proper use, the more capable are allowed to use mor 
their due share. They cannot, however, claim the whole of theirp 
from this extra use of resources, only the share of labour belong 
while the part of produce ascribable to natural resources belongs{ 
society as the representative of those who use less than their due shg 
these resources (7: 17—19; 8: 69-70). Private ownership of land, capi 
other natural powers cannot be allowed to become a means of expk 
other individuals and subjugating them (8: 43). The rationale of allown 
equality in the private ownership of means of production is stated byh 


these words: 


*“*A strict equality in the ownership of natural resources would té 

very frequent redistribution of those resources among membéi 
society. This would be disruptive to economic activity and § 
relations. A reasonable alternative is, first, to avoid freq 

distribution and permit private ownership of resources, thus achi 
stability; and second, to redistribute equally among member 
society that part of income which is due to natural resources, 
achieving equality and justice” (8: 70). ? 


Equal sharing of the ‘tincome from natural resources” is basic to 
Sulaiman’s understanding of riba and his views on land rent, share ¢ 
ping and profit-sharing, subjects which we discuss below at appro : 
places. Though he cites specific texts in support of specific views the 
basically results of an analytical system rooted in his conceptiono Tay 
Most of the writers approach the subject in an eclectic manner as 
basic source material is the vast figh literature on the subject. As a pos 
midway between figh-based eclecticism and a system derived from 
basic principle can be mentioned Siddiqi’s effort to derive the basi te 
relating to ownership rights from Islam's world view, its social outlook 
its philosophy at law (158: 41-90), concluding that “the individ il 


-ntion at ne eae (3) 
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state and the society each have claim on property rights in view of 
principle that the Islamic State has a jurisdiction over individual nig 
being the embodiment of God’s vicegerency on earth and representatiy 
the people. This jurisdiction is however, functional, depending upon 
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of a society moulded over a long period by feudalism and capite ism 
more and more inspiration from the ultimate Goals of the Islamic) 
rather than being governed by specific legal rulings given in- 
circumstances. 


Relations of Production: Co-operation ) 
With a positive attitude to economic enterprise and socially-or 

purposive rights of ownership, individuals and groups in the brothe 

of man are enjoined to co-operate with one another in patterning] 


earth in accordance with the Will of Allah. Economic relations, espe 
those in production and exchange of wealth, should be co-operat 
nature. “‘Rivalry and cut-throat competition make no sense in this cor 
(73: 27). Co-operation is seen as the basic value in Islam's economil 
osophy (8:36; 77, 11: 199; 10:27). Besides being required byt 
brotherhood and equality, unity of purpose and common ultima 
terests, and also besides being explicitly enjoined by the Quranar 
Sunnah it is the attitude that suits the practical interests of mankind 
and can save it from the ravages of capitalistic competition. “All 
al-Rasul calls, in this context, for ‘“‘constructive competition” aim 
what is best for the society and high quality production, while avoidir 
activities injurious to other producers and the consumers.* 

As regards the institutionalisation of the co-operative attitude, af 
far the new institutions will be different from those prevalent in the 
of production, exchange and distribution, detailed studies are still ae 
Siddigi’s study of entrepreneurial behaviour is only a beginning ( 
139-152). Despite the great attention paid to the subject by Kahi{ 
Chapter IV) no progress is made along these lines. 

The Islamic view of co-operation does not rule out free and faircom 
tion in the market, provided all economic agents adhere to is \ 
morality. Competition is emphasised in contrast to monopoly 
elimination is regarded as a prerequisite to ensuring justice and g g 
(51: 152; 619; 181). ¢ 

This makes it still more necessary to visualise how the co-oper 
spirit will translate itself into action where millions of individual unit 
involved, knowledge is imperfect and communications involve costs 


Development and Growth 

Islam’s economic philosophy does not stop at teaching men te 
operate after having encouraged them in productive enterprise. It cre 
a powerful drive for development. A true Muslim looks upon deve 


sure sufficiency and peace for all and any relaxation in this regard is loo 
upon as rejection of the bounties of Allah (77: I: 6-9). Economic deve 


mental efforts as striving in the cause of Allah (jihad fi sabil Allah) (} 
128; 477: 36; 484). The Muslim society orients its policies i in order to of 
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state regulation. Islam’s strategy in organising its economic system Piste ane. 
therefore, on three main flanks: clearly specified goals, well defined; fe r 

attitudes and behaviour patterns on the part of economic agents : the end: ‘ 
specific laws, rules and regulations enforceable by the state. = iC ‘4 


Goals of the System | SD td tek LN LEN SD 
Economic well-being is one of the goals emphasised by every y MEO TOL ayaa tle 
though each one of them proceeds to mention a number of other, 
economic, goals too. We shall first consider the contents of this phil OT PRE 
according to various writers, before we pass on to examine their view | ge i eee ee 
non-economic goals. f t SAS pee ie bartaald ale easel had 
, We have already referred to Tahawi’s twin goals of sufficiency and pg ee ONE LO Cnenee 
‘which can come about by eradicating hunger and fear from society Saree Gk Ore eh See ee 
/ ensuring the fulfilment of the basic needs of each and every human be EEDESC CANS all aust 
His list of basic needs includes food, clothing and shelter; medical aid SUELO max cand wieua 
the sick and domestic services for the invalid, education for those whon IS does not deliver the goods 
it, Marriage in some cases and “‘all that is regarded necessary accordin 
the custom of the society”’ (77, I: 394). This is a point that finds univg 
support in the literature and the list of basic needs given by Mawd eve Nepetaetl. is 95 dete sy aah . 
(51: 406), Sayyid Qutb (62: 240-241), Mustafa Siba‘i (70: 203) Me Seay eh aa Lae Fe ae 
Siddiqi (221, 11: 92) does not differ materially from the above. 7 higpsons pees QUT EE EG AER SEL, 
Bagir al Sadr emphasises provision of ease and convenience in] | es tad 7) resents +e tendency 
consequent upon growth and development and maximum utilisation Tees STON A ONES Ag IRB) 
natural resources (171: 595). Kahf makes “‘maximisation of the rate 8 AND SAL STIR ied deta ate teae bia 
utilisation of resources” the first goal of economic policy in Islam (612: Sarina ioe dee = ge Nehari t I 
along with minimisation of the distribution gap and observance oft 4, SUZ a ae anh pte gee 
Islamic code of conduct by the various economic agents. MMO apne eons se eee esene eee 
In view of the exhaustible nature of the natural resources it would, ho Se per eetenid on PRA ereaerce 
ever, be more appropriate to replace the concept of maximum utilisati Roatan Oh se 09 icc te Sl es 
by optimisation. The Jamd‘at-i-/s/ami Pakistan Economic Committ | | Fah ng rach 
Report comes closer to this view when it states the same principle as“ Be rr eee 
best utilisation of the maximum amount of natural resources” (126;2 
Abu Aiman (Dr. Said Ramazan) also regards discovering sources 
wealth and their exploitation as an obligatory duty (3: 21). 
Turning to non-economic goals, it is emphasised that fulfilment 
“spiritual needs’’ must take place besides the fulfilment of materia = 
(5: 13). Mawdidi gives priority of place to “safeguarding the freedom 
man”’ followed by his “‘moral growth’ which requires freedom of cho 
for the individual. Social justice, equality of opportunity and co-operati 
come next in Mawdidi’s list of basic objectives of Islam’ s economic syste 
(51: 145). Chapra’s list gives priority to ‘“‘economic well-being” fol ow 
by “universal brotherhood and justice, equitable distribution of 
and freedom of the individual within the context of social w 


(115: 5).5 


9f law to establish justic 
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interest. Other individuals and the society have a claim on the ow 
property. This includes the obligation to support dependents in 
nuclear family and other members of the extended family when they 
need (336; 221, I: 252-259). 

Besides obligatory Zakat the owner owes help to those in dire need 
should not refuse a Joan in cash or kind when a request comes from, 
who is in real need. Several writers stress the significance of the proyj 
that the presence of a pressing need obliges those with a surplus toy 
render such part of their surplus as will fulfil that need (77, II: 214; 
272-280). 

While there is a consensus on illegitimacy of “‘interest’’ charged 
money loans, the owner’s right to income from his property in form 
rent and profit has been a matter of controversy in the literature. Ther 
of the owner to cultivate his own land or employ his own capital inp 
ductive enterprise or profitable business is not disputed. In that case he 
the owner of the accruing surplus over cost. The legally binding Zakari 
course to be realised from him. Abu Sulaiman advocates a larger share 
society in the produce of land where the land holding of the owner is é 
than his “‘equal share’’, as explained above. Controversy centres roum 
giving the land to another person for cultivation on money rent or on} 
basis of share cropping, or giving capital on a profit sharing basis, i 
mudarabah. 

Abu Sulaiman allows profit sharing but “‘the share of the capital own 
is only to compensate him for probable loss”’ (8: 59). He is not entitled t 
net pure profit. Other writers on the subject endorse the unanimous verdit 
of all the four principal schools of Islamic law that the two parties tot 
mudarabah contract are free to agree on any formula of sharing the prof 
provided these shares are fixed percentage-wise and not in the form of give 
amounts (176: 30). Abu Sulaiman’s opinion is derived from his basic star 

relating to the equal sharing of gifts of God (other than the fruits of pe 
sonal ingenuity and labour). But he fails to counter the obvious argumen 
that an entrepreneurial decision is involved in selecting the right ps yi 
mudarabah (221, 1: 167-171). He does not support his view by ay 
precedents from the Sunnah and gives no argument against the unanimot 
verdict of figh. Contemporary writers on Islamic banking, who mak 
mudarabah the basis of its operations, do not stipulate any ceilings on the 
percentage share of capital in profits. 
In discussing money rent on cultivable land a distinction must be m nad 
between plain land in its natural form in which the owner has not investe 
any labour or capital to effect improvements, and improved land. There 


“‘depreciation’’. 
As regards the first-mentioned variety Abu Sulaiman regards chargin 


no dispute that money rent is valid in the case of the latter variety in lew of 


money rent by the owner as illegal (8 : 30-31 and 41-42). This is the position 
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236), Hamid (229), Tahawi (77, 
Taqi Amini (226). 
Those who regard it as illegal include: S. M. Yusuf (242), Mazhary 
Siddiqi (72: 70), Abu Sulaiman (8: 43-44) and Hyder Zaman Siddigi( 
| We shall not enter the controversy in so far as it is based on the var 
traditions involved and their legal interpretation. As regards the point 
economic philosophy involved, we have clarified Abu Sulaiman’s pos 
above. Those who allow share cropping compare it to profit sharing 
argue that all owners do not have the capacity to cultivate their 
directly, and it should therefore be open to them to benefit from it in 
operation with others, as in the case of profit sharing. The crucial que 
therefore is: in so far as the owner of a piece of land is entitled to thew 
net produce of his land when he is the cultivator, his claim is establi 
both on the part of the net produce that is due to his labour, and the} 
that is due to land. Shall he be allowed to give it to another persong 
share with him the part of the net product that is due to land? It ist 
question that Abu Sulaiman answers in the negative and others answe 
the affirmative. It is clear that a negative answer amounts to the negatior 
ownership per se. If the owner of cultivable land is allowed to hire labour 
to get his land cultivated and appropriate the net produce why should 
be disallowed from entering into a “‘partnership”’ with the same labou 
and share the whole of the produce with him? Abu Sulaiman might 
that the “owner” is entitled to this much of land — as his proportion 
share in the free natural resource that is land —. and no more. This provi 
a case for a ceiling on ownership of agricultural land and not a case agai 
share cropping. So far as the question of supplying the seeds etc., 1s 9 
cerned different schools of Islamic law lay down different formulas and¢ 
is free to recommend one that is just to both the parties, but to disalle 
share cropping as such is not understandable. The share cropping labor 
is likely to do his job with greater interest than the hired labourers and m 
well end up with a higher reward. Those who disallow share croppi 
seem to disregard both its needs and advantages in their urge to ens 
justice for which alternative means may be available. 


1: 271), Siddiqi (221, 1: 184-192 


The Consumer 
The list of articles whose consumption is prohibited in Islam is we 
known and non-controversial. There is no limit to what one might co 
sume to lead a good life, so increasing efficiency and playing the ro 
Islam envisages for a true Muslim in the service of society. But indulgence 
in luxurious living is undesirable. Some writers recommend a ban 0 
certain luxury items or subjecting them to heavy taxes in order to di 
courage their consumption, especially when the economic conditions ¢ 


duction (221, II: 172-173, 219). a 
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truly Islamic society there is no likelihgod of any divergence betwee 
two’’ (115: 82). The meaning of the second sentence is not enti ly 
Does it mean that if all economic agents behave in accordance w 
Islamic code of conduct and the distribution of income and ca 
according to the Islamic ideals, the functioning of the market systen 
result in optimum allocation of resources, in the Islamic sense? 
affirmative answer raises questions relating to knowledge, wi 
power and organisation which have not been discussed so far. 
Kahf’s discussion on the market structure (612: 29-45) focus 
attention on co-operation and emphasises the role of the governmenti 
market. Both the supervisory and control functions of the governm en 
its social insurance role are seen as permanent features of the mark 
Islam. He neither poses nor answers the question raised above. 


The market system as a means of distributing incomes in society 1s 
very low by our writers. There is a greater need of modification, thr 


state action, of the market solution in this case than in the case of alloe 
of resources. As the basic reason calling for such a modification is adva 
the argument that in Islam there are two grounds for entitlement t 
come: work and need. The market may reward work but it cannot pos 
provide for need. The final distribution of income must conform te 
Islamic ideals of social justice which involves fulfilment of the basic ne 
of every individual as well as a levelling of the glaring disparities, 

Bagir al Sadr regards work to be the chief basis of distribution (f 
309-312). But this results in one class of people earning more thant 
need and another class earning less than they need. This solution hast 
modified by transferring some income from the former class to the la 
(iil, 313): 

Property, which is based in Islam primarily on work, bec 
secondary basis for distribution next to work and need (ITI: ; 
Tahawi also endorses the same theory (77, II: 227-28). 

Commenting on distribution, Abu Sulaiman puts great reliance 
properly functioning markets. Intervention by public administratio or 
however, likely to become necessary (8: 71). 


Role of the State 


the literature. This role mainly comprises four types of action. 


functioning. 
(3) Modifying the allocation of resources and distribution of i incc 


Without prejudice to the emphasis on freedom of the individual, 
state’s role in economic life has come to be emphasised more and more 


(1) Ensuring compliance with the Islamic code of conduct by indi = 
through education and, whenever necessary, through coercion | 
(2) Maintaining healthy conditions in the market to ensure its os 


oe 9 eee £' ; 
Tine’ Lnese 


» - aan is oo en. — 
Cratic man 


- ys an cae et ae =e ea ¢a< ~. 
> ot ie mT «4 ¢ yr oo * e! 7 + i i yy -.\ 
: a . _ P . =. — —S _ 


= open f eye ee —. » 
jal AlLai Te’ OUTCCS. _ na 


le . 
W TiC 


D> r 
1 “AG T 
* : 2} 


} Te ante: 


~~ = Ys (Sey +] , 
ao 10t na‘ ve Ur 


Ci b= 4) pe, pg a 4m 
: ams economic 


— | 


® — - "= . 7 vy ‘ « 
: 1 WA ) ne 1¢ te 


1 individual, 


¢ ee 4 
a yep eat v4 


re We: 
re Cc - . © Lo e' fh : i fg 3 


y 
CA 


7 , =. ’ 
nea c +. ac 
.¢ ot : secur itv \ 
. wastes = . 7) - 


an 


, ey é Ce ey 
then pro ds ° t 


to VAischareeanie 


the sta nda ards: of | 
\ a ox a 
a € ' fe . ij Tre - 


=~ 
willie 


’ : a 
important 


- and guide the econ- 


rian \ his " “spher “e Sey U 


= 
= 


een man and the w NOT rid of 
man and » AE T ‘hese = x ela- 

. Very of new iT esor urces D5 Pp pOW ‘ers 
> O sated i in order 1 to ensure re 


gulations co ald 10t 


210 Islamic Economics 


nninaerea ope;ratl 
In his discussions on the role of the state in the economy Mun 1 sade - Saree 
Mubarak declares the state to be one of the three pillars of the] CS ie. ee OR 
economic system, along with faith and commitment to moral y ue TS ciel etic 
certain principles of organisation. Its function is to establish justic 
ensure fulfilment of needs by organising the public utilities and 
security system (134: 106—127). 4 
In his doctoral dissertation on the ‘Political Economy of the Jg 
State’’, Awsaf Ali (114) concludes that the social philosophy of 
envisions an economic society based on a wide-ranging state direct 


ae 
ey - : 
< Fl r { 


and participation in, the economic, commercial and financial sphere 3 i seb) > yt the st ate, 

Fazlur Rahman (27: 5) says that “‘in the basic interest of socio-ecor nts over surplt 
justice, the state shall interfere with private wealth to the extent thats vent’ (494 28). 2 
economic justice demands’’. He thinks that “‘if it is found that the tious approach regardir g the 
dition of the society is economically irremediable in the visible f > are several writers who 
without the state taking over direct management of industry, Islamw ; ite in modern times as un- 
not only not forbid this but would obviously enjoin this upon the state lis tendency, e.g. M lz ahmud 
most imperative duty”’. | nore SAAN eC role fo (Or 

Chapra also regards an active economic role by the state to b 1e writer ramentioned 
inalienable feature of the Islamic economic system (115: 41-42); proy | g the chang ging con- 
physical and social overhead capital and arranging social security oming more complex and 
listed among the necessary functions of a modern Islamic state (1] 


In a more recent paper on the subject, this list includes mainta 
Stability in the value of money and harmonising international econo 
relations, besides the eradication of poverty and the creation of condit 
favourable for full employment and a high rate of growth.® As a gene 
principle, its sphere of activity is determined by the goals of the Isla 
system (115: 50). But he also insists that “the procedure it should adop AE SPECIFIC ASPECTS 
education and not coercion...” (115: 50), which indicates a strong a ee ma 
fluence of Mawdidi’s views on the subject. Nobody will deny the prine 
that where education serves coercion should be eschewed. But we must ur writers have discussed such 
very clear on the point that the goals of the Islamic system have got te nce, money and banking, social 
achieved and coercion is allowed where education fails (221, Il: 156-16 nd development : 
Among such measures of coercion permitted in certain circumstances hi 
been listed restrictions on individual freedom of action, regulation 
business activities, fixation of prices, wages, rents and rates of pre 
taxation, taxing away the entire surplus wealth, use of coercion in purch 
or hire, nationalisation, ceilings on property, economic planningy 
financial penalties (221, I]: 166-283). 
Among close associates of Mawdidi, Naiem Siddiqi has also spelled 
many positive actions by the state which are called for in the circumst n 
prevailing i in some of the Muslim countries (584: 514-522). Chapra is me 
positive in his recent paper when he lays down that “For a realisatic n 
this objective it would be incumbent upon the Islamic State not to leavet 
essential function of allocation of resources, particularly scarce resoure 
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Zakat . t err 
The centre piece of Islamic Public Finance being Zakdt, its 6 ters, mostly : 
rates, beneficiaries and administration have been discussed in ie nenable to modificatior 
most comprehensive work in Qardawi's Figh al Zakat (313). In, | _ Husaini (121 900-205 K 
‘‘The Law and Philosophy of Zakar”’ is less original yet comprehen Aahmud Ahmad (168 
points of law (319). Among economists A. Mannan’s book (132) hi o him in support of his 
chapter on Public Finance and Fiscal Policy, and some of the y e rates are met, however 
economists have offered analytical pieces on the subject (623; 624 te is empowered to levy 
| Zakat. \t is, therefore, in 
1no exe lic it STOVI Ions are 
(a) Coverage vour of 1e) ible ¥T. tes hav > 
It is generally agreed that the coverage of Zakdt has to be exten Raat is > yo oc ae 
forms of wealth not known in the early days of Islam. Shares and see meticabwiiethe exemption 
Savings in the form of insurance premia and provident funds, rented (pe ate ibleeeon" 
ings and vehicles on hire, machinery and other capital goods. Qj iC WOE oon IT ted ues present 
(313, I: 139, 466-486, 581-573), Abu Zahra (300: 181-186) and Ma nomalies existing in the present 
(51: 339-342, 351-363) discuss the application of Zakdat to these E eels been ad voc: “< ated by 
the rates applicable to them. 79) and HUT Eb 
1 the subject witl 1 a view to 


Many issues continue to be controversial, one of them being thes 
on machinery and capital goods. Mawdidi regards only the c | Hypa band UvateSYGR 
produce of industrial units to be subject to 2.5°% annual tax, likea ) NA DR IE ates of 
merchandise (51: 339) exempting capital goods and machinery in -bea »plied inc contemp orary 
these units from Zaka@t. Akram finds this view to be inconsistent 1 is stated as follov 
Mawdidi’s opinion on Zakdat of shares in industrial concerns (613; mpossible to treat as watertight 
Abu Zuhra advocates a 10 per cent tax on the net income (profits) oft nehes of fiscal ie anning: resource 
concerns (300: 184). Qardawi endorses his view subject to two impor n and income and wealth c tte 
modifications. Firstly, he categorises rented buildings and vehicles on ning Islamic economic system, the 
and also such enterprises as poultry farms and dairy farms along | gressive taxation would wither 
industrial units. Secondly, in all these cases he advocates a 10 per ly maintaining the egalitarian 
levy on profits net of depreciation costs (313, 1: 476-482). A. Mannan Beatiantiiintachiavoiancdimncn 
stresses the need of making due allowance for depreciation and — ——- 7 eres 
“the question of the rate of Zakdr is linked up with productivity W 
varies from industry to industry’’. He pleads for a flexible rate “so th Yur 
element of progression may be introduced in fixing the rate of Za we, 
(132: 291). 
Similar controversies surround some of the other forms of we 
mentioned above. The number of opinions, arguments and coli 
arguments in each case being too many to be recorded here. Our inté 


lies in the economic aspect of the discussion rather than in the poin 
law involved and their interpretations. Analogical reasoning is 0 
supplemented by a reference to the public interest, equity and incide 
etc. The entire issue awaits a thorough re-examination in which the 
taxes are seen as part of the whole structure of Zakdt taxes, paying 

attention to their functions in the economy. | 
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reducing the share of the have-nots in the wealth of the haves. As repa - =t¢ 


need for increasing this share, the state 1s allowed to levy additio 


This coupled with the flexibility in disbursement of Zakat funds, intg ion tends to 


sufficient flexibility in the system to enable it to meet the changing ri | mil ate 
ments of fiscal planning. One of the major roles of progressive aX; : 
a modern economy is an equitable sharing of the burden of raising 

for the state. Progressive taxation ensures equitable sharing of this 
As the need for such income is likely to go on increasing, th re 
possibility of doing away with progressive taxation. 


L 


_ - 


(c) Disbursement of Zakai Revenue . : ; . a si 


Among other issues on which there is a difference of opinion is th ei eee s all civi c ta = 
Zakat benefits should flow to the various groups of the beneficiaries Sopp ense of duty eect ae 
in the Qur'an. Some ulema insist on direct transfer payments t YS ums and ODIJECISIONEIS 
beneficiaries. These include Mufti Muhammad Shafi of Pakistar eR we ns Bh cai td 
59-62). Most writers, however, permit the Zakdr benefits to flow 1 sr which he ree gards tc baz 
beneficiaries indirectly through institutions providing needed 5 AI discuss the economics 2 
These include Mawdidi (51: 350), Amin Ahsan Islahi (309) and ¥ Y ment to which we sh alll turn later in 


Shah (318: 48). According to Qardawi the beneficiaries fall into two gr 
To the first, which includes the needy, the officers in Zakat administt 
and “‘those whose hearts are to be won over’”’ the Zakdat revenue mus 
transferred directly. The rest can receive the benefits indirectly (31; | nvariat 
612-614, 633). But Islahi argues that the insistence on direct transh TIDULIVE | 
certain beneficiaries has no basis in the text of the law (309). ughlighted by 
Some writers tend to interpret the category “‘in the cause of Allal 


ent. oe 


broadly to include all social services, but Qardawi’s thorough discu le Outgoing ene crat 


on the subject limiting it to the promotion of the cause of Islam in gen t one point 
in all its possible forms, appears to be balanced and decisive (313 
635-669). Most of the specific suggestions made by Muhammad 
Jamal (625) can be accommodated in the broad framework provide 
those who do not insist on sam/ik in every case. Such is the stance take 
the Jamd‘at-i-Islami Pakistan Economic Committee Report (126; 93 
Akram sees a useful instrument of fiscal policy in the discretionan 


of the principle of tam/ik by the Islamic State (613: 107). 


(d) Zakat on Agricultural Produce and Mineral Wealth . 
The Zaka@t levy covers the agricultural produce in the form of ‘Ushr 
its half depending on whether the land is irrigated by Nature or byn 
This levy applies to every Muslim. But some lands are subject to Kharg 
land tax (i.e. rent payable to the state), irrespective of who owns the 
According to majority opinion a Muslim owner-cultivator of such | 
will pay Khardj as well as ‘Ushr (or its half), as Qardawi hash expla 
(313, I: 415). 
The majority opinion levies ‘Ushr (or its half) on the gross Pa odie 
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fers it to the have-nots; the employers contribute towards the pensic n 


Provident Funds of their workers; and the individual with a capagj 
pay, contributes in the form of insurance premia. While Zakat aa 
poor and the needy, insurance takes care of the risks to which ]j 
property are exposed. 


Insurance 

Insurance continues to be one of the most controversial subjects it 
literature. Opinion is sharply divided both on the principle of insur 
and the forms of its organisation. 

Several writers see nothing wrong in insurance, in so far as the 
principles underlying insurance are concerned. It is free from gamb 
can be freed from interest which is involved in its present practice, af 
ignorance(jah/) and uncertainty (gharar) involved are not of a degreelg 
enough to call for its prohibition. These writers include Zarga (38 
Yousuf Moosa (256: 101, 181), Ali al Khafeef (361), Mohammad alk 
(351), Sanousi (373), Roohani (372), Tahawi (77, I: 441-470), Taqi An 
(556: 231-232), Sheikh Mahmud Ahmad (168: 201-203), A. M 
(132: 353-360), Siddiqi (374), Shaheedi and Awad.?° 

Some writers agree with this view so far as general insurance is¢ 
cerned, but they find life insurance unacceptable as it involves gamb 


and uncertainty and militates against the Islamic conception of tagdir. At 
Zuhra (376; 365), Ahmad Ibrahim (357) and Shaukat Ali Khan*! taket 


stand. 


it does not conform to any one of the various contracts validatec 


Bakheet (355: 72), Abdullah al Qalqeeli (365), Mustafa Zaid (597; 3 
Mufti Mohammad Shafi (531), Jalal Mustafa al Sayyad*? and Shat ikat 
Kahn? take this stand. 


Those who find insurance acceptable in principle generally prefer mut 
insurance which is organised on a co-operative basis and does not lead 
exploitation. The same is true if insurance is organised by the : state. B 


commercial insurance involves exploitation and certain other objectic nal 
features, and is therefore ultravirus of Islam. Abu Zuhra (355; 316; 3 
Issa Abdouh (350), Muslehuddin (369), Dasoogi (355) and Ahr 1 Fa 
Abu Sunnah** who otherwise find the principle of insurance accepta 
have offered this opinion. Attar?® refutes the view that insu ps 
gambling but he finds it unacceptable as most of its present forms inv 
a high degree of uncertainty and the possibility of fraud. He all ( 


mutual insgrance schemes but prescribes a number of measures ¢ directe 


There are some u/ema (Scholars of Islamic Law), who find an elem 
of gambling in all kinds of insurance as a matter of principle. Theya 
find some other objectionable features, such as riba and uncertai 
(gharar) inalienably associated with insurance. Some of them, findin j } 


Islamic jurisprudence, regard it to be an unnecessary innovation, el ; 
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of insurance. Most writers make a plea for a comprehensive system, 
prising Zakdat-based social security and insurance administered by 
state. Mutual insurance should be allowed in matters not covered § 
state system. As regards commercial insurance it may be allowe 
function in certain areas where great importance is attached to innova 
and initiative (374). 

Most of the contributors on the subject have been u/ema who have 

knowledge of Economics. As a result there is little economic analys 
most of the works on the subject. Very few have referred to the lay 
large numbers which lies at the basis of insurance and little effort has 
made to assess the economic significance of insurance in modern life, 
writers seem to be under the misconception that a comprehensive s¢ 
security system will do away with the need for insurance. They fail tox 
tinguish between the fulfilment of needs and arrangements designeg 
increase efficiency and ensure the smooth functioning of largess 
business and industry. 
They ignore the obvious point that individuals should be encourages 
provide for themselves, as far as they can, and protect themselves agai 
insurable risks. The state should be called in for helping only those whe ) 
not have the capacity to do so, or fail to do so. ) 


for Zakat-based social security and insurance organised on the basi 
contributions made by the individuals involved (pp. 7-8). This point 


of commercial insurance also (p. 35). 


Money and Banking ; 
It is the privilege of the state to issue money and control its supply, th 


much is above controversy. The introduction of paper currency rais 
some new issues for the jurists but it was soon agreed that it maden 
difference. 

Bagir al Sadr (171: 325-331), Mahmud Abu Saud (5), Mahmu 
Ahmad*' and Kahf (612: 65—68) have paid special attention to money an 
its role. Bagir and Saud conclude that the use of money as a store of yalt 
is a source of many troubles. While Bagir regards Zakdat, which discoure 
idle cash balances, and abolition of interest, which frustrates the desiret 
earn guaranteed profits by using such money, as sufficient remedies for th 


troubles in the Islamic system, Abu Saud does not stop at that. “It. 
necessary to issue a new kind of money and subject it to a tax other tha 
Zakat to check hoarding and ensure its continuous circulation and stopa 
usurious earnings arising from it” (5: 47). As a practical measure he 
favours the idea of stamped money,*? suggested by Gessel and brief 
tried in the municipality of Woergl, Switzerland in 1922 (5: 40-45), Th 


As ably argued by Fanyari in a recent paper,*® there are separa | 


increasingly being appreciated and one tends to agree with Fanjari that th 
area of consensus is widening and that of controversy shrinking in respe 
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profit sharing rather than interest are found in Qureshi (526), Na 


Siddiqi (419) and Mahmud Ahmad (168) in the late forties, followed} 
more elaborate exposition by Mawdiadi in 1950 (521). We are not awar, 
any work on the subject in Arabic during the forties. Three early works 
Islam’s economic system in Urdu by Hifzur Rahman (120), Gilani (28)q 
Y ousufuddin (165) do not mention the subject. 

Qureshi’s reference to the subject is brief (526: 156-160) and it is ba 
on a wrong notion of muddrabah. Naiem Siddiqi is more elaborate, hayj 
separately discussed the depositor-bank and bank-businessman relatig 
He suggests a larger share of profit on long-term deposits, as compared 
that on short term ones. Despite originality, his scheme also suffers fron 
misconception about mudararbah (419). Mahmud Ahmad bases his 
on partnership. It is not entirely clear whether he distinguishes mudarah 
from Shirkah (168: 190-224). In Mawdidi’s scheme deposits will 
accepted from the public on the basis of partnership, profits being d 
tributed on these “‘shares’’. Deposits will also be accepted as “loan 
repayable on demand and ‘“‘amanat”’ repayable on demand. The “loa 


men on the basis of mudarabah, a facility against which they will } 
obliged to give short-term interest-free loans from out of the same fund 
Mawdudi has expressed himself against collection and astuaan 
Zakat funds by Islamic banks (133: 304—305). 


work exclusively devoted to the subject by a professional economist (422 
It contains the core of all the future proposals on the subject, basin 
depositor-banker and banker-businessmen relations on muddrabah, whic 


unrealistic stand that there should be no credit creation. It contain$ a goc 
though brief, discussion on international financial relations. In a late 
study (423) Uzair suggests centralised management of all foreign tran 

actions in the banks of the state. 

Ahmad Irshad’s work (400) is also devoted exclusively to the subject ar 


losses. It discusses Industrial Development banks, building corporatio 


mudarabah as sharing of both profits and losses by the business partner 
Abdul Hadi Ghanameh’s 1968 paper on the subject (392) takes a lin 
different from the one along which further thinking on the subject 
developed. He relies on issue of common stock for long-term financing and 
the use of mutual funds for short-term financing. “A mutual fund is af 
investment company that buys the common stock of other industrial o1 
commercial companies”’ (392: 96). Unfortunately, the comprehensive book 
which Ghanameh promises in this paper is not available to us to enablea 


deposit funds will be utilised by the bank for making advances to business 


Though a small booklet of 2] pages, Muhammad Uzair’s “An Out ne 
of Interestless Banking” has the distinction of being the first publishe 


is defined correctly. It does not discuss central banking and takes the 


contains useful suggestions on the creation of reserve funds to absort 


and consumption loans. The scheme suffers from a wrong notion about 
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by Silvio Gessel.4? We have already examined this suggestion above | | atattractinaZolaidon 
obvious that Abu Saud has not cared to examine in detail the fg Meath allocalityaslthi 
elaborations of the mudarabah-based model of banking, briefly disey are Fa mE ae racy 
below. His reference to this model as the **Mawdidi-Qureshi Schooj ani Gon Najjar does 
and his failure to take notice of the more systemic works appearing | eau. aloarte iat 
the sixties and seventies bears this out. 3 te. A Tan oat eae 

A mature and comprehensive model of interest-free banking } ua ah Eon gee Ips Sel . 
resulted from works appearing in the late sixties by the late Dr. Abdu Ta ee Kathe usiamic Tore ae 
al Araby (384), Siddiqi (417), Baqir al Sadr (387) and Najjar (4] | {oe eaen and the | pea ke 
Followed by the Egyptian study in 1972 and the deliberation at] 1u nd traditions ez nodel of 
Karachi Conference of the Finance Ministers of the Islamic Countries dental to this dary zer | ures in 
1970, they lead us to the adoption of the charter of the Islamic Develg aire by ag group of people in 
ment Bank in 1974, which is the first major institution of its ki d ould Jaunch a ba ank a3 comps 
history. In between we have the ‘“*Kuwaiti Investment House” p je iad to take as given the actual 
(405) and some periodical literature contributed by Shalbi (415), Mahmi that the rest - of Wont con 
Ahmad (628), Huda (397), Mannan (407), Muhammad Uzair (4205: 4) ank sa a d financia | insti tutions 
and Ibrahim Dasoogi Abaza (381). ve to intere act and cor mpete con- 

“iy 5 1). Accordins gly | his work 


A. Mannan’s textbook on Islamic Economics (132) has a separa 
chapter on the subject and Dr. Issa Abdouh has also written on fh t larger 
subject (382; 505). ycie 

More contributions have been made during the early seventies, includ | trol, consumer finance and finance 
fairly comprehensive studies by Gharib al-Gammal (391), Mustaf : financial p apers are disc cussed in 
Abdullah al-Hamshari (396) and Sami Hamid,’ besides the paper eration of _ single interest-free bank 


ues stion: how banks | would 
dis frame of reference also 


re 


presented at the Makka Conference on Islamic Economics. nstitutions. 

With the exception of Najjar’s scheme, the first mentioned works con. sank is a financial intermediary not 
ceive the bank mainly as a financial intermediary mobilising savings fro > enterprise. Another significant feature 
the public on the basis of profit-sharing (mudarabah) and making advance bsolved of the liability ° 


to entrepreneurs On the same basis. Profits of enterprise are shared by th 
bank according to a mutually agreed percentage. The bank shares the 
profits with depositors in the mudarabalh accounts according to a percentage 
announced by the bank in advance. Liability to loss in capital in the bank 
entrepreneur deal attaches to the bank, though the bank is not likely tg 
incur losses on the totality of its advances due to diversification of j inve 
ments. Depositors in mudarabah accounts can be absolved of the nis 
loss, attaching to them in principle, by a number of practical devices. A 
different position is taken by Bagir which is noted below. The banks sh 
also accept deposits in current accounts with the promise to pay ¢ 
demand. No profits are to be paid to such depositors from whom a servic 
charge may or may not be collected. The bank shall be obliged to g 
short-term interest-free loans on a limited scale. 

This being the essential core of the model, individual contributions ha : 
special features to which we turn now. 

Najjar’s banks are institutions designed to promote savings and effect 
their useful employment in the rural sector. They would be activels in 


4 € 4 
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| | n consedat 
relation to the depositors and the capitalist partner in relation { | the total demand for sh 
businessmen, in mudarabah contracts — a position it enjoys in the me 1g-term investment and th 
suggested by Siddigi and Abdullah al- Araby. He seeks to resolve | inother). Credit needs for the 
difficulty by relying on particular juristic opinions whose general a¢ nacro-level. This could be done 
bility is very doubtful. Kahf rightly notes “‘the suggested application of -nsure a supply commensurate 
principle of the prize, Ji*a/a as called in Islamic jurisprudence, as percer nance ratio y? and the “lending 
of the time deposit bears only a formal difference from interest and ia en sertithemiioco levelawanid 
not find any difference between them as far as content is concerned’) Jan n the ‘olloy ing criteria: a 
that *“‘to have a workable set up in the long run being built on legal ty eee eS 
as part of its structure does not seem to me logically sound” (612: 9/41 
Though the major part of Abdullah al-Araby’s paper deals with 1€ enterprise. 
evils of contemporary banking, his brief discussion on interest-free bank sd against the loan. 
contains the essential core of the model stated above. Besides, he has at Iso obtained long-term advances 
discussed international banking, agricultural banks, industrial bank -nterprise. aintes 
savings banks. | erage of the applicants balance in 
Siddigi is mainly concerned with the economics of interest-free bank | , 

having disposed of the juristic issues in a separate work (249). He has! Saal - bes 
length discussion on the creation and control of credit, consumer fina itral Bank to exercise direct and 
and finance for the government and, provision of short-term interest on the second ahi Discrimina- 

-in point. Banks are expe ected to 


Joans to business. He introduces certain financial papers to replace bo 
and securities. His main contribution lies in a number of novel suggesti¢ 
relating to central banking. 


90d 24 nd De atronise client firms , Over 
»s, A credit seek ker’s S | average — bz val- 
* . fl oa 7 ea basis for overdraft facilities — 
The central bank will offer refinance facilities against interest Ly rae 

loans made by the commercial banks, in case these banks ne EN ee tof. 

additional cash to maintain their liquidity. The extent of aceo TN ee public Islamic ; an a 
modation provided by the central bank will be fixed as a ratio 7A a rates C= pap 
loans made by commercial banks’”’ (158: 105). WANING ar! CS Sa a ee 


t nie | Isla amic Ba ank ng 


. 


It is pointed out that the ‘‘refinance ratio’’ would serve as a means f 
contracting credit in inflationary situations and as an instrument 
selective credit control, as different refinance ratios could be fixed w 

respect to loans given to different sectors of the economy (158: 105), 
Siddigi suggests the use of “‘shares’’ issued by the governm rent 
financing public sector enterprises as a means of open market oj ope Ati0 thou 
by the central banks (417: 123-129). Loan Certificates of various d 
nominations and different maturities, to be issued by the government, 
suggested as a means of providing short-term finance for it. ae 
tax concessions as an incentive to the “‘buyer”’ of these certificates 
149-182). He has also suggested how incentives could be built intah 
system in order to make the banks provide short-term interest-free Ic 


for business (417: 44-60). The problem how to ensure an equilib 
between the demand for interest-free loans and their supply has been¢ 
cussed by Siddiqi in his recent paper.°® Much of the demand for call mo 
and very short-term loans emanates from within the financial sector itse 


—— 
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feasible. It might be noted that Mawdiadi (521) and Siddigi (41 ae serve 


Suggested the same. -rcial, developmental and 

Ali Abdur Rasul allows discount on bills of trade.*? The legal pr ild finance commercial 
involved in “leaving a part of a loan to (be appropriated by) the of : it would also organise 
gets that loan repaid (by the borrower) as a reward of this sep n-Muslim countries 
securing the repayment’’.®* It follows that if a loan is not actually rep tr 

i HIME LEALSALLIONS, 44 

reward can be paid.®* This view does not find support in the li tl =a a eee 
the obvious reason that it amounts to charging interest on the advance Mage ee ei 


against a bill of exchange. While Ali Abdur Rasul’s reference to} Re 
jurists deserves consideration by experts on Islamic law, a look a ll ANIC ALS 


ta apd . eh, ” Siddiai. was nuch limitec in 
economic implications of his suggestions is more appropriate for us St TE 9 div ei aes 
study. It would not be objectionable if a reasonable service charg ee a way ae B« fy ae 
allowed to the bank which makes an interest-free loan against a} ease ding feature < ME 
exchange, subject to the condition that the borrower will repay the ary reserves and profit 


\— 


< 
dep 0! sitors TS a ar nd share- 


nen of Zakat fun dee and t tf ne 


the bill is not honoured by the drawee on maturity. The intent and in 
of a discount is different, being similar to interest on the sum k 
spective of profit or loss in the business which is financed. Ali AbdurR 2. 
says nothing as to the rate of this discount, maybe its determinationg o eschew interes! 
to the market, as is the rate of interest. Some writers have rightly po 
out that a profit arrangement should be possible in case of mosto 
bills of exchange. qe 
Uzair thinks the annual rate of return in an enterprise can be apy | - 
for calculating the returns on advances made for a period of one tof 


months.** Alternatively we can try to determine the specific rate of rel Commur ities in dividually 


nmunit as 

= . . . — cr vt ain 7 W ho 5 

on the funds advanced. But it may not be possible to do so in many : ciples a the > Sh rari‘ah pot ( (389: 
For short-term loans for less than a month, Uzair suggests “ pr 


capital of productive projec ects and 
charges” on a per transaction basis.*° The bank would not get any re est in economic 
for lending as service charges will have to correspond to the actual cos 
servicing these loans. Uzair has rejected the idea of arranging the supp 
short-term credit as a free service on the ground that “the solution{ 
business problem has to be found on business lines rather than asa gt 
will gesture’’.5* One wonders how lending could be a business proposi 
once interest is abolished. Defining business as an activity directed 
profits, a ““business loan’’ is a contradiction in terms as a “loan” cat 
Carry a profit under Islamic law. The need to “modify the concept 
framework of economics to suit the requirements of Islamic economic 
Is not confined to the concept of capital alone. The concept of “Joan” 
qualifies for this purpose.*® 
The problem of bad debts is solved by means of “Co-operative 
surance’ to which “‘borrowers contribute a certain sum of money toco 
the possible risk”’ (390: 43). Zakar funds provide the other source out 
which bad debts can be recovered. 


Local banks may carry out direct investment besides advancing cap 
on the basis of mudarabah. 


a 
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As to financing “the Bank shall seek to maintain a suitable ratig} 
equity investment made in, and loans granted to, member coy 
(Article 16, 4). ““The Bank shall retain the option to sell its equi 
ticipation”’ (Article 17, 4). Normally it will not provide loans to an 
prise in whose equity it has participated (Article 17, 6). It shall # 
maintain reasonable diversification in its equity investment” (Artiek 

**The bank shall levy a service fee to cover its administrative ex 
(Article 20, 3). 

Regarding the distribution of profits it has been provided that 
of the net income or surplus of the Bank shall be distributed to 
by way of profit until the General Reserve of the Bank shall have at 
the level of twenty-five per cent of the subscribed capital” (Article: 
This distribution “‘shall be made in proportion to the number of 
held by each member”’ (389: Article 42, 4). 

Discussing the distinctive features of the Islamic Development 
the light of its Articles of Association and the highlights of the 
economic and banking systems, Shawi°® points out that the ¢ 
decision not to operate on the basis of interest has led the IDB tod 
unique methods not traditionally adopted by development banks, si 

participation in development projects at all levels — supply of ¢ 
management and sharing of profits and losses. 

The decision to attract deposits from the public (e.g. through 
investment certificates) is another unconventional step the IDB hast 
in view of the fact that it cannot go to the money market to obtainf 
Shawi also points out the important place given to social progres 
by side with economic development. This again is unique as convent 
banks are financial institutions interested in profits or in the ca 
development banks, in ““economic”’ development. The IDB is an expre 
of the solidarity of the Islamic peoples. The concept of the Islamic Dj 
a pointer towards a currency union of the Islamic countries.® Its adop 
as the unit of account will protect the bank from the consequences of 


.. 


value of the Islamic Dinar equals the value of one SDR is transition 
suits the member countries under the present circumstances, but the 
specify its value otherwise if and when they find it advisable to do $0. 
The evil consequences of interest have been well known to the 
omists as well as the laymen, but they had no alternative befor the 
banking and finance. Attempts at escaping from these evils through 
operative institutions of various types had failed because they catered 
to the interests of particular groups of people and had to work asap 
the all-pervading interest-based system. The significance of the Ish 


revenues of some of the members of the Islamic Development Bank 


fluctuations in the countries with which it is dealing. The provision that 


Development Bank lies in being the heralder of a viable and just alternat 
With the huge amount of investible funds available out of the 
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: 4st: 81-98). Economically too, it is harmful. It will decrease 
Qureshi had adopted the Marxian approach. Shafi Malik too repard Fs , reduce employment and Cause depression (458: 99- 
Qureshi to be vague and confused (435: 90), But the Jama’ at-i-lslns £. io the argument that family planning enables better nourishment 
Pakistan Economic Committee report (126) echoes some of Qurei x yee of children, Mawdidi refers to the beneficial effects of 
ideas. The just wages are defined by the report as a need-based minim pt and wants on human character (458: 132). 
plus a differential according to nature of work, technical competent os to him the only solution Islam presents for the problem of 
course of work, productivity and profitability of the industry. 7 ed population is “augmentation and full utilisation of the 
wages must be supplemented by a number of other facilities: residens pont His bounty that God has created and a perpetual effort at 
medical, educational, recreational, etc. Labour is also entitled LO bony, ff 
or profits and to the produce of the industry at commercial rates, If gy 


eo hidden resources’ (457). 

, ree bat: | ® «ing Mawdidi’s views, Khurshid Ahmad (454), notes that the 
tree. He should be given financial aid or interest-free loans (Tepayabe Bo ae prognosis on population growth has been belied by history 
subject to capacity to pay) in case of emergency. The idea of makin " 16172) There was never an economic case for birth control. This 
labourers shareholders in the concerns in which they are working also fing © | a 
strong support in the report (126: 28-32). Mawdidi has also endorses 


ents at of Western imperialism to check the population of poor 
Pier Ce isi d posing a threat to Western domination (454: 
this view “‘so that they (labourers) become interested in the growth Of the gins from ase 


4 
’ 


SEE | $3 ane | “= {0). ‘Increase in population is generally beneficial economically” 
industry in which they are employed” (51: 405). The suggestion findsy lt 42 ete, = 
place in the Jamd‘at-i-/s/ami Pakistan Manifesto for the 1970 election, pp) Hea tle Seeger enon projections. “If the organisa- 
(125: 29). 


sonalstructure of the economy is developed in accordance with population 
sno question of the population problem arising economically”’.. . . 
pe is abundance of natural resources . . . if only the whole of the world 
“guireated as one unit. “The real cause of economic decadence in the 
‘oiisthe selfishness of the Western man” (454: 191). ““The real solution 
js in improving economic and cultural resources and increasing pro- 
-jyction” (454: 201). 
Similar views have been expressed by Sheikh Abu Zuhra who opposed 
: population control through family planning on religious grounds (448; 
4), He, along with Sheikh Khidr Husain, and most of those participating 
gasymposium held at Cairo in the early fifties (459) took this stand while 
> jowng birth control for individuals in certain circumstances. The same 


give of the deliberations at the international Islamic Congress at Cairo in 
Population control through family planning has been one of the may O21). This is also the dominant view in India and Pakistan. 


controversial subjects in the literature. The permission or otherwise fj The International Planned Parenthood Federation organised a con- 
birth control by individuals in certain circumstances, in the light of hea (rn on this issue in December 1971 at Rabat, of which the complete 
Qur’an and the Sunnah, though relevant for this controversy, is not tigi poseuings are now available in two volumes covering 1000 pages (452). 
matter that concerns us here. From the viewpoint of Islamic Economicsy§ Most of the participants considered population control through family 
are interested mainly in two points. Does there exist an economic baseleg panting aS lawful in Islam and many regarded it as having become a 
population control? And if it does, is family planning permitted by Islan ¥y mesily Under the present circumstances. These scholars have discussed 
as a means to this end? It is only on these points that we will record tigi wdelail the relevant issues of jurisprudence and the points of law in- 
various Opinions below. wohed. An appendix quotes a number of fatwa by eminent authorities on 
Writing in the late thirties Mawlana Mawdiadi strongly opposed fami ge blame law such as Sheikh Abdul Majeed Saleem (which, however, 
planning. There is no economic case for population control. The argumealge wens only the individual aspect of the matter), Sheikh Mahmud Shaltut 
based on scarcity of resources is dismissed as unrealistic and amounlig ye (hich goes only a little further), Sheikh Hasan Mamoon (which permits 
to a loss of faith in God (458: 104-130). Population control has no plait amily planning but warns against coercion) and Sheikh Abdullah al 
Islamic culture (458: 67-80). God is the real planner of the human popile Galli (which allows population control through family planning) 
tion (458: 150-153). Birth control leads to many physiological, moral aig (2; 412566), Those who participated in the conference and supported 


Examining the notion of “just wages” as elaborated in the above. 
mentioned report, Muhammad Akram finds its economic rating 
dubious and suggests another model in which the wage rate is linked wi 
the profits of the firm (613: 43-44). Distinguishing between need-bagg 
minimum wages and ideal wages which would “bridge the gulf betweenty 
living conditions of the employers and the employees” Chapra leavesiy 
actual wages to be determined between these two limits “by the interactigg: 
of supply and demand, the extent of economic growth, the level of moqi 
consciousness in the Muslim society and the extent to which the sap 
plays its legitimate role” (115: 12-13). 


Population Policy 
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family planning and population control include Ahmad al-Sharbasj (464 
and Salam Madkoor (456). Another eminent scholar supporting Popul 
tion control through family planning is al Bahi al Khauli who declares thay 
it is Open to the rulers to appeal to the community to adopt this method 


and to provide facilities for the same, when they find the social, economy — 
political and external circumstances of the community calling for such 3 : 


policy (455: 192). 

From among Islamic Economists who have discussed this issue, 4 
Mannan (132: 117-126, 138-147) admits that the issue is controversial, by 
he recommends population control through family planning, under the 


present circumstances and advances social, physiological and eugeni 
reasons in support. 


Growth and Development 


That one of the main objectives of modern Islamic states will be jp | 


achieve rapid economic development (221, II: 123-141) is a point stress 
by all recent writings on the subject. Economic backwardness of the present. 
day Muslim countries and communities is seen as a hindrance to th 
fulfilment of their Islamic role in the world and a blot on their Islame 


identity. What, then, is the strategy of economic development in th 
Economic system of Islam? 


main emphasis on the transformation of man, and the ethos of an Islamy 
society. 


Abaza (473) like Fanjari (477) sees a great role for Islam in economy 


catches on we can expect big results. Tahawi also thinks that invoking thy 
Islamic injunctions in the context of developmental efforts will prove tot 
the most effective way of generating a powerful movement for econome 
development among the Muslim masses (77, II: 32). 

According to Abaza (473: 1127) the Shari‘ah calls for interaction ang 
co-ordination between production and distribution in the framework 


comprehensive economic planning, but conditions prevailing in tk 


Muslim countries at present necessitate that priority be given to directing 
maximum efforts towards increasing production. Distribution can tak 
priority when the fruits of these efforts are available. It is not the distnby 
tion of a static quantity but that of a dynamic and growing one thas 
visualised by Islam. 

Malik ben Nabi (484: 51) questions the thesis that the key to economy - 
dynamism Is capital investment. The source of dynamism lies in man an 
in the collective will of the society. Islamic strategy for economic develop 
ment should not blindly accept the supremacy of capital lest it is frustralel 
because of capital shortage in Muslim countries. It should rely on awakee 


a 
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_, she land of Islam and should generate a will for the per- 


% yon 2 Jslamic mission for which economic development has 


ron cess} prerequisite. “The crucial issue in the world of Islam 
an vailability of capital, but that of harnessing the social forces: 


“glee ne in a project propelled by a cultural will undeterred by 
ae an (as: 84). — | 
9\ | Nabi regrets to note that countries in the Third World focus 
slik ben on capital in planning for economic development. As they 
per tte enough capital they must borrow from others and depend on 
jp oot ANE aise Which has no intimate knowledge of the local situation. 
gn HP® has failed to deliver the goods. He cites the experience of 
fos eramme to prove his point (484: 89-90). 
pt bg i example of economic regeneration based on the cultural will 
Mar and a Strategy tailored for the local conditions Malik ben 
goer to china (484: 85, 90). 
. sik ben Nabi is highly appreciated by Austervy who has some 
ints to make in an essay devoted to Islam and Economic 
peelopment (475). He finds the Islamic temperament uncongenial for the 
ie entrepreneurial role of Schumpeter’s egotistic and highly in- 
jnadualistic innovators. The unsatiable urge for profits, the propensity 
wake risk and the will to dominate which lay at the root of the economic 


Fvolution in the West are conspicuous by their absence from the Islamic 
Some writers, including Akram (483) and Fanjari (477; 478) lay th | 


ity (475: 38-43). The motive force for economic development 
"gust, therefore, emerge from religion itself. Nourished by a desire to 


J capture the past glory of Islam, its mode has to be collective rather than 


} aividualistic, in consonance with the nature of the desire and the 
development as it regards developmental efforts to be jihad. Once thatida f 


enperament of the Muslim Ummah. Economic development in an 
- jdamic society has to be a co-operative affair (475: 96-113). He envisages 
ssenificant role for planning in economic development in Islam. 
- fandi refutes the view that Islamic values are inimical to economic 
wogrss and points out that “the present acquiescence in established 
-plitutions and practices has been borne of internal political organisations, 
qionialism and other vested interests. Islam has little to do with it” 
(479: 53). 
_ kalim Siddiqi’s Islamic development plan regards the “socialisation of 
wiplus value” as the crucial issue and declares that “only Islam can 
motivate voluntary sacrifice of it by the peasant and labourer” (494: 


27). It is for the Islamic State to ensure correct motivation. He con- 


dudes on the need for a new Islamic model of industrialisation, finding the 
olemporary approach inept and unproductive. 


_ While the afore-mentioned writers envisage a process of economic 


development that will be distinctively Islamic in view of the incentives, the 


-tullective mode and the way distributive justice is inalienably associated 


wih the process of growth, there are others who regard development 
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dependent on certain economic processes, of savings, investme 
technological advancement and proceed to declare that all thes 
sufficient encouragement in the Islamic society to ensure gre 


the principal causes of growth as the effort to economise, 
production and increasing amount of resources per head, 
Qureshi cites the Qur'an and the Sunnah to emphasise that Islam 
all of them (492). ) 
Zubair®* finds Islam conducive to all the essential prereati 
growth: it encourages accumulation of capital as well as human 
formation which leads to expansion in productive capacity. There 
rise in income leads to increase in consumption as well as investm 
Islam discourages idle cash balances. 
Economic development in an Islamic framework has recentlya 
several writers including Namiqg**, Khurshid*’ and Siddigi.™ 
Ahmad notes the “crisis and revaluation” through which Deve 
Economics is presently passing. Admitting the importance of technoh 
relationship in any plan for development he stresses the point thatte 
logical decisions are made in the context of value relations. Mag 


L 


than change in the environment. 


sustained increase in national product with the correct product 
goals of development policy in Islam. In this context he emphast 


duction of necessaries, defence goods and capital goods. Improvemeé 
the quality of life involving distributive justice and employment come 


Balanced development, evolution of indigenous technology z 


education of national dependency on the outside world and greater 
gration within the Muslim world” are the other goals listed. Sx 


regards increase in production, distributive justice, environmentalt 
and improvement in the quality of life in the cultural sense as the 
necessary dimensions of development in an Islamic framework 


cussing the process of development in some detail and focussing onA 


and South and South East Asia, he concludes by enumerating the 
steps required for initiating and accelerating all-sided developmen 


under: 


(1) Transforming the individual through a massive du : 
aiming at 100 per cent literacy, commitment to social g 


inculcation of Islamic values. 


— 


Strengthening the Muslim states through a powerful Islamic 
ment resulting in popular democratic Islamic regimes commitié 


the Islamic mission. 
Creating a popular will to develop, under the leadership of th 


supported by the socially-oriented entrepreneurs, involving 


active agent of change, and change in the hearts of men is no less imp 


He includes development of human personality as well as conti 


— £ilion & § 


~ 
a a 


A Survey of Contemporary Literature 237 
236 Islamic Economics . ee 
: _ Pyery mectease in the size of the cake in the capitalist system 
Individualism, Utilitarianism and the view that pursuit of self-interest by 3 *° pyman welfare and satisfaction as it increases the gap between 
individuals results in ensuring the social good, have all been rejected » 


baseless. Similarly the Labour Theory of Value, the view that forces » 
production determine relations of production which determine 
superstructure of values” and the Marxian Theory of state have also bem 
criticised and rejected. The two systems have been characterised a5 ty, 
extreme and unbalanced approaches to solving man’s economic problem, 


and Islam has been projected as the Middle Way assimuslating the goog 


points in both the systems and free from the imbalances from which thy 
suffer. The great poet of Islam Muhammad Iqbal’®° (d. 1938) had already 
popularised this approach long before scholars and journalists 100k up th. 


subject. 
Capitalism 

Mawddidi (607 : 26-51) mentions private property, freedom of enterprige 
profit motive as the sole incentive, competition, discrimination between the 


rights of the employees and those of the employer, reliance on natu 


forces for growth and the principle of non-intervention by the state as th 
basic tenets of modern capitalism. He recognises an element of truth » 


these principles but finds them carried to extreme by capitalism. Undy — 


emphasis on rights of individual ownership and freedom of enterprig 


played havoc during the industrial revolution causing widespread suffering 


and privation. The legalisation of usury added to the anti-social characte 
of capitalistic enterprise leading to concentration of wealth and pauperig. 
tion of the masses. Undue emphasis on self-interest and the profit moti 


produced a society devoid of humane character, brotherhood, sympath # 


and co-operation. He reviews the reforms introduced in capitalist: 
countries allowing an active role for the state and a better deal for labour 
Despite these changes, large-scale unemployment and the existence of 
unsatisfied needs when production resources lie unutilised, the oocurreng 
of trade cycles and the domination of society by usurious financiers con 
tinue today (607: 100—106). 


Mahmud Ahmad rejects capitalism’s claim of being a self-adjusting 


= 
C-< 


| sop capa and the cut-throat competition, the inevitable rise 
josmpny capitalism, exploitation of labour and emergence of imperial- 


the poor. 
* ae condemnation of capitalism comes from Syed Qutb (500) who 
a thoroughly inhuman and un-Islamic. 


Theories of Interest 
the maim targets of attack have been the absolute concepuon of 
ownership nights and the unrestrained nature of freedom of 


* de most criticised institution is interest which is regarded as the 
. of many evils in the system. While we summarise the Islamic 


geass’ wiews on the imstitution as such im the next chapter, here we 
* criticism and rejection of the various theories which seek to 


yeedidi (521) and Anwar Iqbal Qureshi (526) are the earliest con- 


| aos in this field in which Mahmud Ahmad (168), Issa Abdouh 
@, 38), Mahmud Abu Saud*' and Nasser A. Sheikh (154: 71-75) have 


absisence and waiting cannot entitle the capitalist to a reward unless it 


gqmed that the use of borrowed capital necessarily results in profits. In 
eume manner merely taking a risk does not ensure augmentation of the 


gel msked. Productivity theory is without any proof as value- 


sotuctinity of capital is subject to the uncertain conditions of demand and 
soy. Mawdidi finds Time Preference and Liquidity theories as partly 
gt i so far as an explanation of interest in the modern economy is 
guemed. But an explanation does not amount to a justification. An 


-ggittion can be justified only with reference to its role in society and its 


witness for mankind. Mawdiidi examines this role and finds interest to 
te the cause of many ills in society; economic and political as well as 


goal and spintual. 
~ Qureshi (526: 10-43) notes that there is no agreed theory of interest -a 


process leading to maximum satisfaction of human wants, by pointing out 
the chaos it has led to. Economic crises are sufficient to refute sucha 
claim (168: 4-17). Quoting Halm, A. Mannan (132: 37-38) critics 


capitalism due to its failure in maintaining full employment and ensunng 
free competition. 


jaat emphasised by several writers on the subject. He criticises the 
descal theory of interest along familiar lines. Rejecting the Productivity — 
- Theory as circular in its reasoning and the Time Preference Theory as 
teed on false psychological assumptions he finds the Monetary Theories © 
of imerest in their neo-classical and Keynesian versions as less concerned 
wth causes of existence of interest than with how its rate is determined. 
Hequotes Keynes to establish the possibility and desirability of a zero rate 
_ duterest. Mahmud Ahmad (168) and Farid (514) cite Harrod to establish © 
_ bewme point. Siddiqi (158: 113-114) quotes Shackle to belittle the role of © 
mest and underline its “paradoxical nature’’. 
- leks brilliant essay on “Semantics of the Theory of Interest” Mahmud 


The main weakness of capitalism according to Bagir is its failure on the 
distribution front. Its emphasis on more and more production is ms 
placed as more production does not ensure greater welfare (171: 240-24) 
Mabid Mahmud (624) and Chawdhri (620) make the additional point that 
it is through equitable distribution of the social product that welfare and 
satisfaction can be ensured and the size of the cake is not always relevaml 
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Individualism, Utilitarianism and the view that pursuit of selfintg 

individuals results in ensuring the social good, have all been reje 

baseless. Similarly the Labour Theory of Value, the view that fg 
production determine relations of production which determing 
superstructure of values’’ and the Marxian Theory of state have alg 
criticised and rejected. The two systems have been characterised | 
extreme and unbalanced approaches to solving man’s economic pre 


and Islam has been projected as the Middle Way assimilating the ne ; D: olute ¢ ane ‘puor 
points in both the systems and free from the imbalances from whic Ol aad Dadi) ela otek 
suffer. The great poet of Islam Muhammad Iqbal?°® (d. 1938) hada eee ele ene TS ue 
popularised this approach long before scholars and journalists took yur and emergence Ol imperia 
subject. | vhich is regarded as tt 

) ummari the isi 
Capitalism | ich In the next chapter, her 

Mawdidi (607: 26-51) mentions private property, freedom of enter rious theories which see} 

profit motive as the sole incentive, competition, discrimination betwee 
rights of the employees and those of the employer, reliance on na Z 940) re the ¢ ehh 
forces for growth and the principle of non-intervention by the state: uy imad (168), Issa dour 
basic tenets of modern capitalism. He recognises an element of ti .. Sheikh (154: 71-75) hay 
these principles but finds them carried to extreme by capitalism. 
emphasis on rights of individual ownership and freedom of enter yuu italist to a reward unless it 
played havoc during the industrial revolution causing widespread suff | necessarily results in profits. Ir 
and privation. The legalisation of usury added to the anti-social chat JOCs NOL Cnsure augmentation of the 
of capitalistic enterprise leading to concentration of wealth and pauy ithout any proof as value 
tion of the masses. Undue emphasis on self-interest and the profit me rtain conditions of demand and 
produced a society devoid of humane character, brotherhood, symp iquidity theories as partly 
and co-operation. He reviews the reforms introduced in capit t in the modern economy is 
countries allowing an active role for the state and a better deal for lab t amount t ustif 


Despite these changes, large-scale unemployment and the existend O its role IF 
unsatisfied needs when production resources lie unutilised, the occurn I 
of trade cycles and the domination of society by usurious financiers 

tinue today (607: 100-106). 

Mahmud Ahmad rejects capitalism's claim of being a self-adju 

process leading to maximum satisfaction of human wants, by pointing 

the chaos it has led to. Economic crises are sufficient to refute suc 

claim (168: 4-17). Quoting Halm, A. Mannan (132: 37-38) eriti 

capitalism due to its failure in maintaining full employment and ensur 

free competition. 

The main weakness of capitalism according to Bagir is its failure on 

distribution front. Its emphasis on more and more production is1 

placed as more production does not ensure greater welfare (171: 240-2 

Mabid Mahmud (624) and Chawdhri (620) make the additional pointt 

it is through equitable distribution of the social product that welfare 

satisfaction can be ensured and the size of the cake is not always relev 
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Ahmad (628)72 notes the confusion that is found in economic liter 
between the terms profit and interest. He gives numerous excerpt 
Smith, Ricardo, Say, Malthus, Sismondi, Marshall, Fisher and 
Bhom Bawerk in this context. He distinguishes between the ef 
different economic roles played by loan capital and risk capital. De 
capital as ‘“‘that part of wealth which is used to create further wealt 
notes that “‘risk capital is that variety of capital which agrees to rel; 
reward for its service of participation in the productive process f 
measure of value that its participation creates’’ (628: 179) but “loane¢ 
dictates its price of participation in the shape of a fixed rate of intere 
charge i.e. interest, is the first charge to be met out of the value of 
product... .”’ (628: 176). “‘Loan capital for this reason imparts a pee 
rigidity to the entire range of economic consideration, risk capital, 6 
other hand, projects a peculiar flexibility to the enterprises concer 
Loan capital by virtue of its interest, sets a limit to the marginal effi¢ 
of productive effort, risk capital imposes no such limit and leaves it fre 
exploit all natural resources and employ all available manpower’ { 
176). He regards interest to be the “‘primary cause, with certain secon 
causes which are themselves, reflex projections of this primary ¢ 
which virtually perpetuates underemployment equilibrium”. InterestT 
prices, profits and rents (628: 182-187). Mahmud Ahmad examines 
arguments in justification of interest by analogy with rent and hire 
finds them faulty. As to rent he notes that land is essentially produg 
whereas money capital is not: “‘Money without labour will not pro 
anything at all. ... Land even without labour will produce somethin 
may be only grass to graze cattle on or bushes to provide fuel” (628:1 
In case of hire: ““When there is loss by mischance or miscalculatio 
the case of a hired item, it is the /ender who suffers the loss; whereas i 
case of money loan, every loss, whether by mischance, miscalculatiog 
any other reason has to be borne by the borrower’. He castigates Mars 
for having invoked this false analogy between hire price and interest, 
He concludes that interest is neither of the nature of profit nor of 


nature of rent and hire. Mahmud Ahmad discusses the nature and pup 


of savings and finds the claim that advancing savings as loan is equiva 
to foregoing a need or that it involves a sacrifice, to be a false claimy 
basis in reality (628: 191-192). 

Uzair also notes that the origin of capital and the accompany 
justification of its remuneration are derived from the concept of physi 


capital — capital goods — accumulated in the primitive society. Whent 
Same justification for reward is applied to money capital it creates o 


fusion.’* As stressed by several writers the uncertain world in whichp 


duction takes place does not guarantee a positive value-productivity 
to physical capital. 74 


A searching criticism of some recent attempts to justify interest has be 
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the lender charges a majoration because the borrower prefers present} 
future? And what is the countervalue of the agio, or what right hy 
money lender acquired to entitle him to this extra amount?* / 
third ground, technical superiority of present over future gog 
reference is made to its refutation by Keynes. Further “‘it is extr 
important to notice that neither Bhoem Bawerk nor Irving Fishe 
tinguished between /iqguid or money capital and capital goods," 4q 
fact Fisher is telling us why there is interest by assuming the existen 
interest, as the word “capitalized values’’ inevitably implies inter 
Thus the confusion between money capital and capital goods is the 
of all modern theories of interest. 

To emphasise again the importance of discriminating between the 
terms, One would simply consider the case of an investor who is in net 
tangible assets (capital goods) and who goes into the market for bi 
them. The “‘price”’ is then negotiated on the basis of the conditions 
vailing strictly in this specific market of capital goods. In course of set 
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the price of the purchased goods, the buyer takes into consideration 
three Fisherian elements: time preferences, capital productivity 
approximations or enterprise risks. On the sellers side there would be 
cost of production, the profit, the risk (here represents the price of repk 
ment plus the carrying cost plus obsolescence). 

If the buyer has got the money in cash, the deal would be smoo 
concluded. If he has no liquid means of exchange he will have to go 
money holder who would charge a price for the money needed. 


deal is completely different and independent from the first. To startW 


there are no real goods involved, and if we apply the term “mediun 


exchange of a good for another’’ adopted by the neo-Keynesians,; 
taking for granted that money in this second transaction would be ren 
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1arm done by speculation is that 
in industry and commerce finds 
where it is feeding disguised and 
shrewd operators” (154: 132). A. 
0 far as speculation renders social 


trolling sudden fluctuation of prices 


slam’. But speculators being inter- 
arcities which result in inflationary 
culative practices, as well as forward 
ib 
mic economists disap 


ing a service to the investor by facilitating his deal, we are now talking 
different transaction of a different nature. Here we have the capital marl 
where savings are mainly decided by incomes and where the final price 
it 1S a price at all — will be decided on elements other than the sim 
demand of investors. ** 4 
For Schumpeter the socially significant kind of interest is the payme 
made by the entrepreneurs to the capitalist for the use of purchasing po 
whichenables him to earn profit. What if the entrepreneur fails toearn prof 
asks Abu Saud. The argument is hardly convincing in periods of depr 
sion and cases of loss and failure. As to Schumpeter’s argument that 4 
demand for productive loan funds with interest at zero would always’ 


been refuted by Keynes. 


greater than supply which is always limited’’, Abu Saud regards itt ) bet 
old classical theory, linking saving and investment via interest, whichh 


Schumpeter implied that there would be no positive rate of inter 
unless there is either innovation or some positive demand for capital goo 
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: Nir T , 
this method (560; 561; 562), a thorough analysis by some econoy 
sull awaited. iro alis 
) ua lal INQ \ 
Socialism and Communism ritual and mo 
Islamic criticism finds Socialism in conflict with the basic require ld accomm« 
of the moral and spiritual growth of human personality, chief among | ell as socialis: 
being freedom of choice and action. Private property and freed 
enterprise, within certain limits and subject to public good, are reg BICC a cotri nes eacmthen 
essential for such freedom. Total nationalisation of means of produce voi ae COO He Be pe 
considered to be incongruous with democracy which is an essential e SOTO ICY AER ee 
of the political structure of Islam. The methodology of change adopt mei arta ak oaths ed 
communism is bound to lead to a coercive regime. Materialism, pene ens Abdul He pe sha: 
conflict and moral relativism, essential tenets of communism, are inl A el A a OM NS BIS ESS 
to the Islamic way of life. As an economic system socialism is found 1usain Khan (584 ‘As 25-2 
wanting in many respects as it fails to answer important questions rel torical experience of S Socialism, 
to organisation of society and strategy of economic development, yment. Mahmud Ahmad (i 168 
Exploitation of man by man cannot be eliminated by changing theh j a © greatest one faced oy 
that control the means of exploitation. The only way to achieve this én , 4 incent es and rew af? A 
a moral reorientation of the individuals which makes them servan unism ol ENA gross sly over 
Society and workers for the social good. This is what Islam doe e. with the result that the solu- 
relating man to God and making him live in accordance with His Wi 
that he treats property as a trust and exercises his freedom with restr .hmad accepts economic 


As a trustee of God he looks upon the welfare of fellow human being 
his own responsibility for which he will be accountable to Allah ont 


1 tr . ) 7 A he > i <symtint ~~ | 
. tT .~ f, SNC uld U ~ assimila eC 


ilitarianism (S84 | 35 5) T | 1e 

of Judgment. The extent of this accountability is directly related te of Islam’s E conomic System by 
wealth and power possessed by one. ior as a system ensuring social 
Mawduidi, examining the various schools of socialism, finds qj nity and bert: Yet N Muslims Ss can 
evolutionary socialism failed to make any headway and it was @ an economic system seek <ing to 
munism that actually took roots. It succeeded in appropriating ») mankind by F Save aie 


Social Surplus for the state which could now use it for furthering the sox 
good. Centralised planning succeeded in removing unemployment 
decreasing waste. But this was achieved at a great cost in terms of hut 
lives. Communism deprived people of their liberty and denied me 
values. Corruption became rife and a totalitarian regime took recourse 
more and more repressive measures. A sizeable portion of the sc 
surplus had to be spent on internal security and defence (607: 52-83), 
Baqir regards the Marxian approach to be no less individualistic th 
that of capitalism, as it appeals to the self-interest of the have-nots tose 
power and wealth from the capitalists. Real socialism required a change 
attitude and not merely a change of the hands that wield powell 
wealth (171: 218). 

Masud Alam Nadvi (589) regards the undue emphasis on distribu ( 
and the move to abolish private property to be mere reactions to the ev 
of capitalism. Man does not have to opt for such an extreme solutionast 
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V 


DEVELOPMENT OF ECONOMIC ANALYSIS IN THE 
ISLAMIC FRAMEWORK 


As the number of trained economists taking up our subject inep 
analytical approach to the issues under discussion gains in strength 
generation represented by Dr. Anwar Iqbal Qureshi and Sheikh Ma 
Ahmad is followed by a number of younger economists like Khij 
Ahmad, Monzer Kahf, Abu Sulaiman, Muhammad Sakr, Anas Z 
Faridi, Chapra, Abdul Mannan, Masudul Alam Chawdhr, 1% 
Mohammad Akram and Siddigi, who go further and deeper inte 


analysis of abolition of interest, Zakar and mudarabah and analyse 
behaviour of economic units under the influence of Islamic teach 
Though most of these attempts are still rudimentary, they indicate 
charted explorations which might lead to new insights and better pe 
prescriptions. It is the promise and not the performance that persuade 
to pay closer attention to the contributions relevant for this sectiony] 
we do under the following heads: 


(1) Consumption 

(11) Production 

(iii) Factors of Production 

(iv) Exchange and Determination of Prices and Profits 

(v) Profit Sharing (Mudarabah or Qirad) 

(vi) The Role of Zakat 

(vii) Interest and its Abolition 
(viii) Nature of Islamic Economics 


(i) Consumption 
Both Siddigi (619: 88-90) and Kahf (612: 7-13) discuss econon 


rationality assumed by modern economics and indicate the various ¥ 

in which this concept must be modified and made broader before! 
applied to the behaviour of the consumer in an Islamic society. Ke no 
that ‘the time horizon of an Islamic individual is extended to includet 
hereafter’’ which implies that he “should not limit his behaviour tod 
things which he can collect the benefits resulting from them in this lifech he 
so oriented that he will do what is good or useful for its sake’ ’ (612: i 
According to Siddiqi the consumer “‘must, first of all, be satisfied that he 
living up to the Islamic standards. To get this satisfaction he can forgoa 
satisfaction in the economic or utilitarian sense of the term” (619: % 
Despite this modification which introduces non-temporal, non-indivic 
alistic elements in the objectives of the consumer, these writers still find tt 


principle of rationality applicable. As Siddiqi puts it Islamic rationalit 
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countries, availability of suitable channels of investment play a sip 
role in mobilising voluntary savings, as experienced by Najjar whj 
ducting the experiments of interest-free banks in Egypt in the early 
Failure to note this possibility has led to a policy of forced sav ir 
deficit financing with disastrous consequences. | 

Recently Anas Zarga had a closer look at the utility functig 
Muslim community which “has a new variable jn it, namely, the; 
of penalty in the hereafter’’.*® Using a diagram to explain inter 
between consumption and reward, he concludes that “rational ] 
behaviour should lead the individual to settle somewhere betw 
sufficiency threshold and the prodigality frontier’. *’ 


(ii) Production , 
Siddiqi summarises the main aspects of business motivation in 


under (619: 103): | 


(1) “Full compliance with the Islamic idea of justice. 

(2) An urge to serve the society which makes the entrepreneur tak 
welfare of others into consideration, while he makes his ¢ 
preneurial decisions. 

(3) Profit maximisation within the limits set by the operation, ¢ 


above principles.” 


The last point is seen to imply that: 


(1) Producers would not be maximising their profits if, and wher 
feel that by lowering their profit margins they can further the 
of the society by Satisfying unsatisfied needs. 

(2) No producer, in any circumstances, shall increase his profits 
cost of explicit injury to the consumers or to his competitors. , 
(3) Producers will generally be content with satisfactory profits 


(619: 136). 


He tries to define “‘satisfactory profits’ with reference to an upper] 
permitted by the circumstances (without violating the legally-binding 
of the Islamic code of conduct) and a lower limit affording the er 
preneur a decent living and a surplus to average out the losses. “S 
factory profit . . . is any profit, in between the two limits defined abc 
which satisfies the entrepreneur’s sense of goodness as well as his urg 
earn money, maintain and develop his enterprise, and keep it in the g 
books of the customers, the government, and the people in general” (6 
107). This notion of satisfactory profits has, however, been criticised 
subjective and vague (616). 

Reviewing the subject, Kahf rejects ‘‘profit maximisation because it d 
not fit the Islamic rationale as far as the time horizon and the connotat 
of ‘success’ are concerned’’. He thinks, however, “‘that profit maximisatit 
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man — being the entity for whose benefit these factors are ogg, 
16-17). As a corollary to this distinction between capital and Jar 
one hand and labour or man on the other hand he lays down the gq ORT 
the entire produce of land and capital must be distributed amor | = wstemes 

who work on them. To regard labour itself as a “factor” of prog e the | 

might pave the way for their subjugation by others. yiven by Kt 

Of special interest is Malik ben Nabi’s concept of Capital as 

Surplus labour (484: 81). As a result of the process of accumulation 
became a “prison house” for labour, denying to labour every right ag Sea 
that of serving its (capital’s) interest. Our thinking on economic dt : ands tr e2 
ment is also clouded by the newly assumed importance of capital oo iS as ) 
tend to forget its real nature and the fundamental importance of lab 


ate ia Yee 

enterprise. This, he regards to be a curse for the Third World, a : aaa Mc i re if i 25 
and time, are the only factors crucial for the destiny of the bac . and there should be ne 
nations, a fact recently demonstrated by China. These acon aa Jed irket r% 

“cultural will” and not capital is the condition for economic develor EE ae ee 
of the under-developed countries. For him the prime value reall 1 ee en te 
(484: 79-94). 5 

It is clear from this brief resume that the divergent approaches yroduction or © f pr rodt ict eA 

apparently innocuous issue of what are the factors of production ire looked < it as just Oo r fair 
without a deeper significance. They have important bearings 


authors’ views on distribution and growth. Further developmer 
thought in this area might produce some thesis of greater signifi 
An important point has been made by some writers relating { 
definition of capital. Wealth granted as loan or borrowed does not be 
capital, says Alavi (10: 30-31) and Mahmud Ahmad clarifies thatits 
risk capital that actually participates in production and can be cha 
ised as productive. “Loan capital” does not do so (628). i 
Stressing the “*need to modify the conceptual framework of econe 
to suit the requirements of Islamic economics” Uzair** says t 
beginning will have to be made by redefining the factors of productic 
Capital as a separate factor of production does not exist but itis ap 
another factor of production, namely enterprise”’.** In his opinion 
separation of enterprise and capital has created not only conceptual p 


lems but has also caused practical problems in the operation ¢ 
economy’’.*° 


(iv) Exchange and Determination of Prices and Profits 
While the analysis of the functioning of a “co-operative” n 
guided by Islamic norms has yet to yield any formal results, attemp 
been made to analyse exchange and discover the root cause of then 
in the free economy. Bagir’s analysis (171: 326-328) lays the t 
use of money as a store of value which makes exchange a means 
accumulation of wealth. This distorts the equilibrium between su 
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one hand and labour or man on the other hand he lays down the ruj aaah dake fr 
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might pave the way for their subjugation by others. | ee - betes eeu nonor 
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surplus labour (484: 81). As a result of the process of accumulation ea Fe ae ee Np 
became a “‘prison house”’ for labour, denying to labour every righté ' 
é na norm: il conditio ns accora- 


that of serving its (capital’s) interest. Our thinking on economic dey 
ment 1s also clouded by the newly assumed importance of capitala 

tend to forget its real nature and the fundamental importance of labour nd policies, or any other controls are 
enterprise. This, he regards to be a curse for the Third World, Many ules and purchz eee duction and 
and time, are the only factors crucial for the destiny of the back Tee competition. Monopoly should 
nations, a fact recently demonstrated by China. These factors guided narket and Higre should be no 
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“cultural will’ and not capital is the condition for economic develop he market.” 
of the under-developed countries. For him the prime value rests in) fter defining the framework withir 
(484: 79-94) defining the framework within 
: : slamic society. that. 
amic Sc 1ely, that: 


It is clear from this brief resume that the divergent approaches t 
apparently innocuous issue of what are the factors of production are 
without a deeper significance. They have important bearings on 
authors’ views on distribution and growth. Further developmen 
thought in this area might produce some thesis of greater significane | hf disagrees with Sid digi’s referenceito 

An important point has been made by some writers relating to a) ae ar Taimiya’s sprice of the 
definition of capital. Wealth granted as Joan or borrowed does not beet natec in jur idical estos to serve as a 
capital, says Alavi (10: 30-31) and Mahmud Ahmad clarifies that itise 0m. According to Kahf, Ibn T. Taimivals 
risk capital that actually participates in production and can be chara¢ narket free of imperfec ctions | 1663: 2: 3). 

ised as productive. ““Loan capital’’ does not do so (628). ed above about the role of government i 

Stressing the “‘need to modify the conceptual framework of econon trci~ ts eas poe Oy We ees revs rit 
to suit the requirements of Islamic economics” Uzair®® says that (UIP IRA IMO 
beginning will have to be made by redefining the factors of production aee SCONCE 
Capital as a separate factor of production does not exist but it is a par | > mode 
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another factor of production, namely enterprise”. *®® In his opinion“ 
separation of enterprise and capital has created not only conceptual pr 
lems but has also caused practical problems in the operation of. 
economy’’.*° 


(iv) Exchange and Determination of Prices and Profits 

While the analysis of the functioning of a “co-operative” mark 
guided by Islamic norms has yet to yield any formal results, attempts ha 
been made to analyse exchange and discover the root cause of the mala 
in the free economy. Bagir’s analysis (171 : 326-328) lays the blame on! 
use of money as a store of value which makes exchange a means tot 


accumulation of wealth. This distorts the equilibrium between supply a 
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(v) Profit Sharing (Mudarabah) or Qirad i 
Profit-share, defined as the percentage share of the supplier of¢ 
the profits of the entrepreneur, or the working partner, in the m 
contract is compared and contrasted with the rate of interest in its] 
and role in the economy. The rate of profit-sharing is also beingé 
as a tool of analysis and a possible instrument of fiscal policy. 
Kahf defines Qirdd (mudarabah) as “the act of transforming 
assets into factors of production as a result of a joint action betw 


stated. Firstly, “the profit-sharer has direct interest and real concer 


which the preference for liquid assets is almost neglected, whereas 
is a dual phenomenon, short and long run, for which the eg 


investment unless through their effect on the rate of return expect 
only, so that one source of long run fluctuations is eliminated) 
Variation in short run interest rate”’ (612: 62-63). 

He proceeds to discuss the equilibrium rate of profit-share which 
be equal to the return on partnership, i.e. on share capital in joint 
companies (612: 85-86). 


MEQ, MEP 
AEQ, AEP 


Cc - 
Net Investment 


In a novel integration of Zakd analysis with the analysis of profit-sh 
Kahf finds that “the critical situation where the expected dividend {¢ 
sidered in percentage terms) . . . is below az-Zakdt line can be distingui 
from the situation where the expected dividend is at or above az-Zakall 
(drawn at a height of 2.5 per cent above X axis in the diagram reprodt 
above), “‘the difference between M and O is the remuneration of the et 
preneur” which he calls profit (612: 91-82). Then he proceeds to anal 
the behaviour of investment, depending on the elasticity of Q curveand 


two parties’. Two crucial differences between profit-share and inte 


activity of the firm”’; second, “‘profit-share is a long run phenome 


thought could not provide any serious theory to provide the term sin 
. .- In profit-share the short run changes do not interfere in the fina 
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He concludes that “the association between the distribution of 
and that of political power can be broken by a redistributive scher 
scheme must operate on wealth, not income... . It should be desig 
check accumulation on an asset by asset basis, taxing more remune 
assets more heavily, for they provide a greater prospect for powerag 
lation .. . the conditions of such a redistributive scheme are all ful} 
az-Zakat” (624: 43). | 
2. As a result of this transfer there 1s an upward shift in the ag 
demand function because the marginal! propensity to consume of the 
receive the transfer payments is comparatively higher. 
As noted above, Kahf finds the “consumption effect” of Zak 
enforced by abolition of interest (6]5-: 22). 7 
3. Zakat’s distributive role involves an allocative role, too, as the? 
funds are mostly used on essential goods and services. Factors of 
duction are thus diverted to the production of necessaries from ff 
luxuries on which the taxed persons might have spent these am 
Hasanuzzaman argues that Zakar will also lead to “a fall in the rich 
demand for imported luxury items’’*! thus resulting in foreign exch 
Savings. 
4. Zakat discourages hoarding and accumulation of idle wealth Ht 
to put the waiting resources back into economic activity as iment 
capacity, through the investment of such wealth, or as increased den 
for consumption. “It helps in pushing every bit of wealth into produit 
activity by mmcreasing the cost of waiting” (612: 51). This point has 
made by several writers including Mahmud Ahmad (168: 124)7 
A. Sheikh (154: 90) and Hasanuzzaman.** 
Afazuddin (621: 9) points out that “the incidence of Zakat fal 
liquidity preference and negates its influence on the rate of inter 
The latter part of this statement means that Zaka1 would ence 
cash holder to employ it 1n a profitable manner so that Zaka1 1s paid ow 
the profits and no depletion is caused in the assets, This would caus 
addition to the supply of cash while liquidity preference works thes 
way round. But Afazuddin has apparently ignored the fact that cas 
very often held in expectation of better investment prospects in the fu 
and in that situation Zakat would fail to negate “liquidity preference 
5. Kahf ascribes a “‘savings effect™ to Zakat assuming a desire on 
part of the household to maintain its level of wealth intact and a sin 
urge on the part of the firm to maintain non-decreasing capital (615: 


decision of income allocation with that of savings utilisation”. Obvic 
Kahf’s “savings effect” assumes a positive return to its utilisation thre 
investment. 


612: 51)... . If the rate of return on wealth is 10 per cent, one needs tos 
27.5 per cent of one’s income in order to keep one’s wealth constan 
What is significant is that “it makes every individual merge... 
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hence the prices of consumption goods. Once again the amot 
away from the people, in the form of higher prices falls in the has 
Class with a lower than average propensity lo consume. 

This imbalance ts seen as the source of many evils such as Stagnat 
depression, monopoly and ultimately imperialism (521: 85-87). 
Supply of interest-free loans to needy consumers and denial ofaj 
teed return to capital removed this basic imbalance. The incomes ge 


mch (profit earners) to the poor (wage carners) removed the re 


imbalance. eS ail\immechtsers 
Hamecdullah (433) pointed out that the institution of interest int sehen 
an essential duality of interest between the capitalist and the entrepre SERS, 
which is a source of fluctuation in the system. By abolishing inter eta Cae: nt 
bringing the capitalists and the entrepreneurs together on thet a nsec = 
profit-sharing, Islam ends this duality and harmonises the interesi§@ ee are 
two classes. a 0 LE Pe a eee as eke tee 
The above point is made by almost every writer on the subject. Ma is ee oR ae i BRONTE 
points out that this removes the premium set on capital and rift : apn a eae i F ag she i 
emphasis on to the entrepreneur whose activity becomes the only soul | easels Ss on erpl S& whi n a ise 
income besides labour. The hold of the “rentier class” on society§ tee eae ‘ UI eit aan 
troyed and dynamic entrepreneurs are given the upper hand (521), ot PONE Ste in p sOductive 
Elaborating on the first reason for the abolition of interest stateda “F proat ction ar = lars e! emp °. 
Hameedullah notes that the principle of unilateral risk involvedt ation of ho arc >d money. 
institution of interest is the basis of its prohibition in Islam (119: parag on of interest discourages long 
tr Jesire for liquidity. This is 


372). Ganameh (392: 86) also regards it to be the chief economic reast 
Islam's prohibition of interest along with two other reasons: th 
violates justice and is contrary to the Islamic dictum: no reward 


effort. 
Siddigi argues (221/, 1: 173-75) that the borrowed capital whose reg 


ment to the lender is guaranteed takes no part in the enterprise in which 
invested and 1s, therefore, not entitled to any returns even ’ 
enterprise does make a profit. This capital does not expose itself to 
risks and uncertainties of the enterprise. 

These are borne by the collateral pledged by the borrowerass curit 
by the alternative source of finance to which the borrower must tum 
repaying the loan, in case there are losses in the enterprise. He cites 
famous tradition from the Prophet (al K hiraj bil diman) “income devo 
on hability”™ in this context. 


B: Interest, Savings and Investment 
This brings us to the impact of the abolition of interest on savings’ 
investment and on the level of economic activity and allocation of 


sources in the economy. 


by the process of production in the form of wages profits and pro st holds 
are more equitably distributed. Zahdt-based transfer of wealth in ii (521: 
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rate of interest but the priorities of a modern state and the rates of pr 
Various sectors of the economy that are decisive so far as allocati 
investible funds is concerned” (158: 112). pmaaste 

Tracing the consequences of interest in a recent paper, Siddiqi eg 
that fixed interest charges curtail the freedom of the entrepreney aeons > 
wishes to go by social priorities. The society is therefore obliged to” ips ae) col amen > 
low yield high priority undertakings into the public sector. 


C: Abolition of Interest and Demand for Consumption Loans 
Hasanuzzaman (629: 147-164) examines the argument that abo sing etal the role ol 1 
of interest will increase the demand for consumption loans, acceler imud Ahmad conclu 
inflation and, in under-developed countries, worsening the balance of 16% ). Abdul f 
ments. He finds little functional relationship between demand for : ze Of the entire 
sumer credit and the rate of interest. It is ‘‘increase in income and no mic agents, specially in tf 
rate of interest that governs the demand for loans’’ (629: 160). H he solution of this problem 
“abolition of interest even in the developed countries would not cause ; : he volu 
substantial change in the existing set up”’ (629: 160). As regards the un 
developed countries, he concludes that “‘when the supply of const 2s. Moreover, investment 
loans and of goods is limited, the increase in demand, if at all, Wi ~d by businessmen and banl 
ineffective and will not materially disturb the economy and finance of 


country” (629: 162). >es ine ite ble at a lates stage. 


D: Interest on Internal and External Debt 

The “‘tyranny of interest” reaches its peak in relation to the publied interest involved in barter) has been 
whose servicing has become a great headache for the modern & : nd astep directed at monetisa- 
Mawduidi (521), Qureshi (526: 189-201) and A. Mannan (132) de > primary aim of this injunct 
interest on this basis. Abolition of interest and replacement of intere -exploitation and injustice 
bearing public debt by interest-free debt and funds obtained for the put 
sector projects on the basis of profit-sharing (Siddiqi: 417: 185-170) 
relieve the state of this crippling burden. ) 
Foreign debts based on interest have done irreparable harm tot he p 
nations of the world. Issa Abdouh (505) focuses attention on this role 
interest and Mawdidi (521: 113-114) describes interest as le great 
instrument of exploitation at the international level. 


E. Interest and Trade Cycles 

Interest is seen as the root cause of the instability characteris 
modern economic system. Interest creates “liquidity prefere 
speculative purposes and results in keeping a large part of ee 
supply in hoards waiting for the rate of interest to rise. It encoura 
speculation which is the cause of instability in the system (Mawdidi, 
194, Mahmud Ahmad, 168: 13-14). fi 
Several writers including Hameedullah (433), Mahmud Ahmad (i 
13—14, 45-50), Mawdidi (521: 104), Muhammad Uczair (422) and 
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detail. Why are the social priorities and the expected rates of pre 
sufficient guides to allocation of resources and selection of projects? (pa 3 
idea is that the Central Bank keep a certain rate of profit in view and OO eee rics “*in th 
such projects as fail to promise a return commensurate with that rate ae 5 nt 

insist on calling it an accounting rate of interest? eae. 1 ro >f the conten 

Sabri F. Ulgener notes that interest serves as Oe 

factor in evaluating and comparing different investments” (632 

Without raising or answering the point why the current “rate of p Pe en a) a eae 
share” paid by smudarabah-based interest-free banks should not form a cat po OD SA ae a 7 
basis of such an evaluation, supplemented by other estimates base Re ee es RENE aL Leia S ES 


‘‘the most depen + a Fe Pita my 
7 POMEL NStItuUtions ~OmMmpa 
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slamic economics lies Ir 


realised profits, he proceeds to declare that there is no escape cores ~ ree 
modern bank interest. Hence “‘the crux of the problem for under-devel NN NY etd f Both Kahf (6 
countries is to differentiate between interest as a surplus and interest | us role of pS AMICON Oma 
factor in computing the overall efficiency of their economies” (632: 14 uc economists today. Kahf war 
does not refer to the various techniques of “computing the O¥ economic theory based on tree 
efficiency”’’ developed in the socialist countries, nor does he clan ympetition” and to “reformulate 
interest as a surplus can be denied to the capitalists while using intere -h makes it to cover morals and the 
a factor in computation. nics will be a behavioural science which 
all the religious, moral, social 


Ssurroun dings of the 


=or Khurshid 


(viii) Nature of Islamic Economics yr ite the 
An important theoretical issue discussed by Islamic economistsi lic society”’ (611: S—6). F 
nature, scope and methodology of Islamic economics. They have trie : of the challenge thrown to a Muslim 
distinguish Islamic economics from economics as such and state oxes and complex proble ms” he 
isliim world This c calls for “‘a critical 

, situation of the Muslim 


raison a’etre. 
ted “ana pp r: als al « of the 


Bagir al Sadr distinguishes between the science of economics WI Te 
deals with production and the laws that govern it, and the art of econo , ings of Islam 
policy which is concerned with distribution and social justice. The fune 10mic theory and policy 
of an economic system is to solve the economic problems in the contex 10n OF the theory anc 
the ideal state of justice (171: 343-347). Capitalism and Marxism nad the mode 
“schools of economics”’’ advocating different economic systems. Isla 
economics is akin to political economy, its function being “the discoven 
laws and analysis of real life in the context of an Islamic society in Wi 
the Islamic way of life is fully established” (171: 291). Such a scienc oe C 
appear only after the real Islamic society has come to exist —a condi 
yet to be fulfilled. It is, however, possible “‘to start investigation on cer 
given assumptions and derive the economic tendencies and cours 
events from them” (171: 226-227). 

Bagir considers modern economics to be relevant for moderitl Ci vita 

societies and not for all societies all the time. Examining its laws, hefin 

that the only ones having universal validity are the laws of returns (int 

theory of production), based as they are on nature rather than on man. 
“laws” relating to man are relative as human behaviour depends < 
human volition which is shaped by beliefs and ethical ends. Thee 
brated law of demand and supply is no exception (171: 226-227). 


93. L 
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In one of the earliest contributions to this discussion Abdul Hf uSat 


Siddiqi (71) finds that economics ignored free will and focused its att TECONOMmes includin 
n “the animal aspects’’ of human behaviour, seeking to discover 7 a, RR 4 
which had the finality of the physical laws of nature, thus sever | nS ae ae soul 
relations between the principles of economics and morality. Econe OR Ss 
Islam rectifies this error. Taking human volition into account it$ Pa a 
guide man in the light of the Islamic injunctions and to orient” Meine eosin | 
economic attitudes towards the Islamic ends and ideals. ~ Ipply eae oe : 
Bagqir’s discussion of the process through which the economit . ead Doe Se CLs re 
osophy and economic policies of Islam can be “discovered” js detailé oa throug! ee sett 
illuminating (171: 341-390). Siddiqi (647), A. M. Manzar (645), F nent passes through stag S (O54, 
(636), Khurshid Ahmad (644: 34) and Kahf (611) have indicated $01 ncome and expen diture | balance 
the areas for research in Islamic economics and the methods whical | come and ¢. = a jit ture are large 
be adopted. 1 the Keynesian sense the impc ortanc : 
The methodology of Islamic Economics necessitates a fresh look: | -rnment expenditure, in ie mies = 
role of values in economics. Sakr (646) finds recent thinking gravil ti nic development (654: 161). T- B. 
towards the view that all economic thinking is value loaded and it woul 1K cna | KAXeS have a point of 
better for an economist to be aware of his value premises and statell mir mportant to keep the business 
clearly. [slam’s contribution in this regard lies in providing a set of Va Tw ae 
which is, because of its divine origin, universal, permanent and imn t labour has the central place in Ibn 
from tampering by man. The subject has been taken up at a philosoph »dus Sattar ae es a labour theory © of 
level by Faruqi.*® 950) rightly points out that Ibn I <ha idan 
Ont Al Abdul Qa vatiinines re ards him 
~2 : of hi ; \ views sS ont he imp orte tance 
VI Je highlights Ibn Khaldar ns emph ha asis on 
n of history and his effort to relate 
ECONOMIC THOUGHT IN ISLAM bility (651: 434, 441). Ibn al-Sabil 
»roudhon. Marx and Enge 
The advent of Islamic Economics directed the attention of sche ji its causes (1° 


towards the economic thinking of the Muslim thinkers in the past, of Wi ission on utilit 
the works on history of economic thought had taken no notice at all, W >ribed tk 

the sole exception of a casual mention of Ibn Khaldun in Schumpete 

compendium.'°® P 

Besides the economic thinking of the early jurists and the great pl 
osophers in the later Abbasid period, attention has been paid te 

writers as Abi Yasuf, Aba ‘Ubaid, Yahya Ibn Adam, Qudama bin Ja’ 
Ibn al-Mugaffa‘, al-Jahiz, al-Mawardi, Ibn Hazm, Ibn Taimiyah,] 
Qayyim, Shatibi, Dimashgi, Ibn Khaldin, Tasi, Ghazali, al-Har 
Ahmad ‘Ali al-Dalaji and Shah Waliallah al-Dehlavi. | 


A: Ibn Khaldin (1332-1406) 

Ibn Khaldin has rightly been hailed as the greatest economist of Is 
Besides Ezzat’s doctoral thesis (655) and Nasha’t’s work (659) we ha 
contributions by Rosenthal (661), Spengler (664), Boulakia,’™ ee 


262 Islamic Economics 


comes the role of international division of labour which is based me Spear 
the skill of the inhabitants of various regions than their natur 

sources.1°? “His theory constitutes the embryo of an international A tecu ce landahnathifraen 
theory, with the analysis of terms of exchange between rich and em meg ety : oie mae both rr 
countries, of the propensity to import and export, of the influer , discussion he also refer. 


ne -conomic ~ 40 


FN gee OF DW ee. se SE B ~ - 
7 "aling 1 SU 


economic structures on development and of the importance of intelle lection ayene Bei 
capital in the process of growth’’.!°* After surveying the wide-ra ON A la tens Pde 
contributions of Ibn Khaldin on money, prices, distribution, p « ) pee Side se agi 
finance, trade cycles and population, Boulakia concludes that Tlie yisut"s s emphi Asis Oa ae 
Khaldiin discovered a great number of fundamental economic notic Bey ay, - He also PA od deeds) IMS 
few centuries before their official birth. He discovered the virtue an sure the development of agriculture 
necessity of a division of labour before Smith and the principle of la A. z 
value before Ricardo. He elaborated a theory of population be comments on the relation betweer 
Malthus and insisted on the role of the state in the economy before Key : 0 not go deep enough and and advice 
But much more than that, Ibn Khaldin used these concepts to bik not accompanied by a thorough 
coherent dynamic system in which the economic mechanism inexor ; 
led economic activity to long-term fluctuations... .. 104 Boulakia 
therefore, feel more than justified in affirming that “‘His name sh 
figure among the fathers of economic science’’.!® | cussed by Rifa’t (€ 679), A. Mannan 
t pelaail adwi (235). Tasi dis cussed 
B: Ibn Taimiya (1262-1328) | 10usehold as well as those of the ruler. 
Ibn Taimiya’s economic views have been discussed by Muhammat led against extravagance and xP enditure 
Mubarak (134), Sherwani (667), Ilyas Ahmad (665), Kahf (666) »wellery and uncultiva sle land d (€ 679: 124 +). 
Siddiqi (221, Il: 189-203). ce to agriculture giv ing trade and other 
Kahf discusses his notion of “Price of the equivalent” and the ¢ ) 8). He also discussed exchange and 
plementary concept of “fair profit’. Ibn Taimiya wanted to invest) yn Public Finance has been re pene by 
what the price would be if there were no imperfections in the market ore of certain taxes which had no sanctio 
held that the price of labour was determined in the same way as the¢ 
prices (666). Siddiqi has discussed Ibn Taimiya’s view on price control ely follows Tusi in his discu 


some length (221, II: 189-203). 
He justified state intervention in the market on account of monopt 


- 


monopsony, hoarding and speculation. Mubarak (134) discusses 
work on Hisbah. Maintenance of fair competition and honest - me. 
were to be ensured through enforcement of the Islamic code of conduct 
producers, traders and the middle men. Mubarak has also highlighted q 
Taimiya’ $ views on other responsibilities of the state, including that 
ensuring fulfilment of the basic needs of the people by organising p -VOlu , I 
duction and distribution (134: 106-127). IS C ; nts out U 
Sherwani (667) focuses his attention of Ibn Taimiya’s views on | D | 
concept of ownership in Islam, emphasising the right of the state to abr i , 
or abrogate this right in certain circumstances. 
Tahawi (77, I: 455) regards Ibn Taimiya’s emphasis on the sta 
responsibility to ensure the fulfilment of the basic needs of the people 


his unique contribution. 


264 Islamic Economics 


the decline of the Mughal with Marx’s critique of capitalism (192 
Waliullah’s Hujjatullah al Balighah offers a wealth of material 4 
subject that awaits the attention of economists. 


F: Other Thinkers 
Kifayatullah!®* has recently reported on a work by Imam Muha 


Ibn Hasan al Shaibani (750—804) entitled ‘‘The Earning’”’, which di 


what is right and what is wrong in ways of earning and spendif 
regarded agriculture as the noblest of all professions because it is the 
useful for the entire society, a view which sharply distinguishes 
Muhammad from most of his contemporaries who preferred 
commerce Over agriculture. 

Tahawi (77, I: 151—154) takes some notice of those Islamic thinker 
paid special attention to eradication of poverty and to ensuring 
justice. He mentions Abu Dharr Ghifari (d. 654), Ibn Hazm (d. 106 
Ahmad ‘Ali al Dalaji (d. 1421). Ibrahim Labban (614) also discuss 
views of Abu Dharr Ghifari and Ibn Hazm. 

It could not be possible for the present writer to consult the num 
works on Ghazali, Farabi, Tisi, Ibn Qayyim, Shah Waliullah ando 
for brief references to their economic views. Nor could he do justice! 
works on the few thinkers discussed in this section. Here is a field 
awaits the attention of researchers in Islamic Economics. But the ma 
listed in our own bibliography should be sufficient to refute the? 
recently propounded by Meyer (648) that the “Arabic, Turkish 
Persian speaking East has experienced no continuity of economicid¢ 
as those which come from the Judeo-Christian West’. The Westexpene 
systematic economic thinking since the time of the Renaissance 
Economics came into its own in the wake of the Industrial Revolutior 
period of history in which the East was sliding down the scale of decade 
The ascendancy of the Islamic civilisation and its dominance of the) 


_ oe 


A. 
: 


economic ideas as such. From Abi Yiasuf in the second century t 
and Waliullah we get a continuity of serious discussion on tax 


of labour, monopoly, price control, etc. Unfortunately, no serious atter 
has been paid to this heritage by centres of academicresearch in Econt 


Epilogue q 
The variety of subjects discussed by Islamic economists and 


them are relevant to the human situation and have a direct bearin 


scene for a thousand years could not have been unaccompanied 


Government expenditure, home economics, money and exchange, dv 


distinctive approach to some of the economic problems is brought 
in our survey of the literature presently available. The new approachh 
clearly defined frame of reference and there are certain common pret 
shared by all writers on the subject. The issues raised and discusses 
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presented at the First International Conference on Islamic Economics, i 
1976. Mimeo 74p. 


14 WHasanuzzaman, S. M.: “Zakat and Fiscal Policy”, pp. 27-28. Paper pres 
the First International Conference on Islamic Economics, Makka, 1976, 

ibid. p. 205. 

‘Abd al-Salam, Muhammad Said: Daur al fikr al mali wal muhasibi f 

al-Zakat, p. 21. Paper presented at the First International Conference on 


i) 
16 


Economics, Makka, 1976. Mimeo 30p. | : =t 


17 al-Sayyid, ‘Atif: Fikr al-*Adalah al daribiyah fil Zakdt fi sadr al- -Islamy oR 


Paper presented at the First International Conference on Islamic 
Makka, 1976. Mimeo 67p. 


18 Kashif, Ahmad Sami Musa: Al Islam wa’l amn al-iqtisadi wa’l ijtima'+ 
khassah ila al-ta’ minat al-ijtima’iyah, pp. 12-22. Paper presented at | +7 
International Conference on Islamic Economics, Makka, 1976. Mimeo 26r 

19 Zarqa, Mustafa Ahmad: “‘Nizam al ta’min: mawaafahi fi'l maidan al-i¢ 
bi-wajhin “4am wa-mawgif al Shari‘ah al Islamiyah minhu”. Makka, 1976.4 
40p. 

20 Shaheedi, Jafar: al-Ta’min: hukmuhi fi’l figh al Islami-wa-ara’ al-mac hat 
Islamiyah fih. Makka, 1976. Mimeo |4p. 


Awad, Ali Jamaluddin: al-Ta’min fi ‘itar al-Shari‘ah al Islamiyah. Makka 
Mimeo 39p. 
Khan, Shaukat Ali: al-Ta’min wa badiluhi fi nazar al-Islam, Makka, 
Mimeo 40p. 


22 al Sayyad, Jalal Mustafa: al-Ta’min wa ba‘d al-shibhat, Makka, 1976, Mime 
23 Asin 21 above. 


24 Abu Sunnah, Ahmad Fatimi: Al-Ta’min ‘ind al-nawazil wa’l hawa’ ij. Mi 
1976. Mimeo 1 Sp. 

25 At Attar, “Abd al Nasir Tawfig: Hukm ash-Shari‘ah al Islamiyah fi'l t 
Makka, 1976. Mimeo 42p. 


All papers presented at the First International Conference on Islamic Econo 
Makka, 1976. 


26 Also Zarqa, Mustafa Ahmad, op. cit., p. 35. 

27 First International Conference on Islamic Economics, Makka, 1976, 
Recommendations, No. 6. 

28 Khafif, Sheikh Ali: al-Ta’min wa hukmuhi ‘ala hadi al-Shari‘ah wa | 
al-‘ammah, pp. 19-20. Paper presented at the First International Confere 
Islamic Economics, Makka, 1976. Mimeo 64p. 

Attar, Abd al Nasir Tawfia, op. cit., pp. 20-22. 

29 Awad, Ali Jamaluddin, op. cit., pp. 15, 17-18, 20. 
al Sayyad, Mustafa Jalal, op. cit., pp. 11-12. ‘ 

30 Fanjari, Muhammad Shaugi: Al-Ta‘awun la al-istighlal asds ‘agd al-ta’ 

al-Islami. Paper presented to the Council of u/ema in Saudi Arabia, Makka, M 

1976. Mimeo 56p. 

Also his paper at the First International Conference on Islamic Economi 

Makka, 1976. “Interest-Free Banking’’, Mimeo 164p. . 

Ahmad, Shaikh Mahmud: ‘‘Man and Money”. Mimeo 380p. (Under print) 

It implies ‘ ‘creating artificial carrying costs for money through the devi 

requiring legal tender currency to be Periodically stamped at a prescribed cc 

order to retain its quality as money” (Keynes, J. M.: General Theory, Lond 

1957, p. 234). Though Keynes thought the proposal “deserves consideration 

pointed out the difficulties involved (pp. 357-358). 

33. The same proposal had been made earlier by Arthur Birnie in his thoueht 
voking pamphlet: The History and Ethics of Interest (William Hodge & ( 

London, 1952, 40p.). Birnie, however, notes that the proposal “excites so m 
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tion. This needs to be done if this nation 1s to save itself from backwarg 


and humility and to play a leading role in the guidance of humanity, oe 
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Contemporary Islamic resurgence is neither a transient 
cal articulation of militant Islam nor simply an angry 

against Western nations. On the contrary, it heralds the 
Muslims’ positive and creative response to the ideological © 
challenge of Western civilisation, which is based on man’s ; 
total independence of any framework of divine guidance. 4 


Muslims today are striving to rediscover the true meaning of — 
Islam and to find ways and means of translating Islamic : 
principles into socio-economic reality. The nascent social — 
discipline of Islamic Econ 


ics represents one such creative — 
response from Muslim economists and *U/ama’. 


Islamic Economics represents a new approach to the study of — 
the economic problems of man. The scope of Islamic Eco- © 
nomics is wider and its approach radically different from that — 
of general economics. It aims at reconstructing the entire — 
framework of economic analysis and policy on alternate — 
foundations, affirming that life is an organic whole, that man ‘a 
has a moral personality, and that a social science cannot be — 
value-neutral. Sa 
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Studies in Islamic Economics contains some aspects of con-— 


temporary Muslim thinking representative of this new ap- 
proach. These papers were presented at the First Inter- 
national Conference on Islamic Economics held at Makkain | 
1976. In these papers, professional economists with deep 
insight into Islam deal with a number of outstanding theo- — 
retical and practical issues on the relevance of Islam to Eco- — 
nomics. The fields of study specifically explored include: — 
Theory of Consumption and Consumer Behaviour; Money, 
Interest and Qirdd (profit sharing); Interest-Free Bankin e. 
Efficiency of an Interest-Free Economy; Fiscal Policy and 
Zakat, \slamic Welfare State; and Economic Development 
in an Islamic Framework. Furthermore, two comprehensive 
surveys present an overall picture of the growth of Islamic _ 

Economics as an independent discipline. | 
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